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BUSINESS ETHICS—A GENERAL SURVEY’ 


By WALLACE B. DONHAM 


| What ts Business Ethics? 


7 F start here to-night a new foun- 
W dation to deal with one of the 
greatest of topics—a subdivision 
f ethics; for business ethics with its 
wn peculiar characteristics is, after all, 
subdivision of general ethics. I know 
f no better definition of ethics than that 
leals with the art of living together 
groups or communities, an art which 
nly to a limited extent capable of 
ng converted into a science, because 
he infinite variety and changeableness 
f human environment and the infinite 
omplexity of the human individual al- 
vays provide us with more variables 
in we can find equations for and in a 
rge sense make our problems insol- 
dle in terms of maximum human happi- 
ness 
Nevertheless, this field, large as it is, 
must be studied, such laws as we are 
permitted to deduce defined, and such 
guides to conscience furnished as we find 


\n address delivered at Northwestern Uni- 
ersity, opening the William A. Vawter Foundation 
res on Business Ethics. 


possible; for live together the human 
race must, and no greater challenge to 
men exists than to improve our methods 
of so doing. 

Obviously, since our environment is 
constantly changing, the art of living 
together must constantly change with 
it, and our subject becomes one aspect 
of human evolution, constantly liable 
to change and reappraisal, lending it- 
self badly to the deadening hand of the 
codifier and depending at all times in 
largest measure on enlightened con- 
science and a sense of responsibility to 
one’s self. Neither conscience nor a 
sense of responsibility can be created 
by such a foundation as this, but we may 
well hope that as a result of this foun- 
dation the conscience of many may be 
enlightened and their sense of respon- 
sibility, already existing, be aroused to 
the magnitude of the task facing the 
race in learning how better to live to- 
gether. 

For no one lives to himself. Ethics 
deals always with groups. As Profes- 
sor Palmer has said, the smallest social 
and ethical group we can imagine is 
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three, father, mother, and child; and 
everything that happens after birth al- 
most inevitably broadens the group. In 
an ultimate sense, there is a different 
ethical system for each widening group, 
with internal conflicts and external con- 
flicts for each group we define. Con- 
flicts of interest are inherent in life. The 
interests of the family with all its in- 
ternal conflicts are diverse from those of 
the church, the local community, or the 
state. In ethics, as in life, the individual 
and the group must constantly appraise 
situations, resolve conflicts, and_ ulti- 
mately determine action, always with in- 
sufficient premises, and always, if the 
individual or the group respects itself, 
with final accountability to itself alone. 
Nevertheless, through long centuries 
of evolution, through constant trial and 
error, each significant group at any one 
time lives under, or at least understands, 
a fairly definite set of ethical concepts 
and joins with other groups in more 
general ethical concepts. These we may 
define as the community or general 
ethics of the period. We are to-night 
and in this foundation interested in 
ethics as applied to the business group. 
Obviously, the business group is sub- 
ject to the rules of the game which apply 
generally, for this group is part of the 
community. I shall assume this type of 
ethical responsibility, for in no sense do 
[ consider that general community 
ethics becomes business ethics simply be- 
cause a business man is involved; nor 
would any self-respecting business man 
ask for lowered ethical bars simply be- 
cause he is in business. We must adhere 
to the rules of the game as played in the 
community generally or we are non- 
ethical under those rules; and while 
many times conflicts arise which necessi- 
tate the breaking of given rules under 
the dictates of a higher conscience, the 
burden is heavy on us as business men, 
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as it would be on us as members of , 
family group, to justify giving preced. 
ence to our own specialized ethical view. 
points when such precedence requires 
overriding and trampling under foot the 
general evolutionary ethics under which 
we as a community live. I am not re. 
ferring here to the rules laid down by 
the law and the policeman but to the 
ethical concepts which have their roots 
in conscience, to infractions of the rules 
concerning which one shrinks because of 
one’s own self-accountability. 

What, then, is left for business ethics 
if all our general concepts are both as- 
sumed and eliminated from the discus. 
sion? Five years ago I should have 
answered—nothing; for I should have 
said that just as business English is bad 
unless it is good English, and good 
English is ipso facto good business 
English, so good ethics is ipso facto 
good business ethics and that ends it. 
And in the saying of it, I should have 
been wrong—wrong in what I now con- 
sider one of the most significant areas 
for human study. For two whole ethical 
areas still remain to us: the internal re- 
lations of the business group, how busi- 
ness men are to live with business men; 
and the external relations of the group 
how business is to live with the com- 
munity. Both these fields are obviously 
business ethics and conversely, as | con- 
ceive it, nothing else exists as a part of 
business ethics. 

Important as is the first of these 
fields, the art of living together within 
business, I propose to-night to omit it 
entirely from consideration, except for 
the statement that in many ways bad 
ethical standards within the business 
group have bad repercussions on the re- 
lations to the community at large of the 
whole business group and of the partic 
ular group involved. It is in the second 
part of the subject, which deals with the 
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rt by which the business group may 
sve in and with the community, that the 
most significant aspects of our subject 
nd those most neglected lie. This 
area is, of all important areas in the 
vhole field of ethics, perhaps the least 
developed. Social evolution is only now 
‘ yuching upon it and at the same time it 
; of all ethical areas, with the possible 
exception of international relationships, 
the most critical in its importance with 
which the race has to struggle. 


I! Business and Its Responsibilities 


| said a moment ago that business 
ethics in this restricted area is just be- 
ginning to evolve, yet business started 
long centuries before the dawn of his- 
tory and apparently, if time and the 

| and the error of centuries are the 
basis of evolution, the subject should be 
iost highly developed. In fact, many 
f our general community concepts must 
have developed out of the slow results 
f many centuries of trading together. 
But business as we now know it is new, 
new in its broadening scope, new in its 
social significance. It is, outside of 
trading and finance, a product of science 
and the industrial revolution, and 
trading and finance have been so changed 
by the industrial revolution that they 
are hardly recognizable. Business has 
not learned how to handle these changes, 
business does not yet recognize the mag- 
nitude of its responsibilities for the 
future of civilization. The ordinary 
forces of evolution, tuned to the meas- 
ured tread of geological and biological 
evolution, work all too slowly for the 
new ethical problems which now face 
the business group. Can we do any- 
thing to speed up this evolution? Can 
we discover by research and analogy 
what the sound basis for such evolution 
must be? Let us hope so, for if not, I 
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am indeed hopeless about the future of 
our new industrial civilization. 

Let us stop a moment and consider 
what is happening. The old order 
changeth; shall it make way for a new 
and a better one? Two hundred years 
of pure and applied science have com- 
pletely transformed our environment. 
For better or for worse, our western 
civilization has become an economic 
civilization. Shall it become a purely 
materialistic civilization? Science has 
not only wrought this change but will 
surely continue and accelerate economic 
changes in the future. For hundreds of 
thousands of years each generation of 
humanity has left a world substantially 
like the one it entered. For two or at 
most three generations every man of 
maturity in our western world has left, 
and our generation will leave, a world 
transformed in most significant ways 
from the world we entered. Nothing in 
our previous racial environment fits us 
for dealing with those changes. And 
here again it is not the changes them- 
selves that are most significant. Our 
problem of adjustment can not be de- 
fined as the problem of adjusting our- 
selves to the steam engine and the fac- 
tory, the railroad and the steamship, the 
telegraph, the telephone and radio, gas, 
oil, and electricity. It is more funda- 
mental. A race produced by slow evo- 
lution in a static environment must learn 
to deal with constantly accelerating 
change. An intelligent race must find a 
quicker answer to the problem of living 
together in this constantly changing en- 
vironment than slow evolution by trial 
and error, or future generations will 
surely not call us blessed. 

And why this in a discussion of the 
specialized ethics of the business group 
and in that segment of business ethics 
which deals with the art of living in and 
with the community? 
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The answer is simple—almost ob- 
vious. These changes in environment 
wrought by science are and will continue 
to be primarily economic, and the eftec- 
tive control of the mechanisms which 
produce them lies not in the scientist, 
who rarely has any control over the re- 
sults of his own thinking, but with the 
business group. Such control must be ex- 
ercised with a responsible sense of ac- 
countability to the community as a whole, 
or we face either revolution or a feudal 
system based on business overlordship. 
The last is unthinkable, the former can 
be avoided only if our business leaders 
recognize their responsibility and both 
think and act wisely in carrying it out. 
No dam-building process such as that 
which preceded the French and Russian 
defend the 

Channels 


revolutions will serve to 


present against the future. 


and ditches must be dug, to the end that 
greater happiness and greater security 


may flourish where social disintegration 
and economic insecurity now make life 
an arid desert for vast numbers. The 
task is stupendous, the time elements all 
too short. The solution, if any is pos- 
sible in time to save our western civili- 
zation, lies in this field of business 
ethics where biologically stable human 
nature must learn to deal with rapidly 
accelerating change. And let us not be 
fooled by the superficial wave of con- 
tented reaction in which we find our- 
selves at the present time. All the forces 
of church and state and all the aid we 
can obtain from wide-spread prosperity 
are needed if we are to have time to 
work out these problems. For as a 
group, and without overlooking the sig- 
nificance of the few outstanding men 
who have a sense of this overwhelming 
responsibility, business men not only fail 
to recognize the problem, but they are 
also ill prepared for this task. Only in 
quarter-century has any con- 
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siderable sense of group solidarity de. 
veloped among business men, and group 
ethics is clearty possible only when ; 
very considerable degree of such soli. 
darity has developed. Moreover, much 
of our existing group consciousness js 
defensive in character. Too frequenth 
the most critical elements in codes of 
ethics are inserted merely to defend the 
existing state of things. Men feel their 
common need for defense far more 
readily than they develop a sense of 
constructive group responsibility, and 
the infinitely varied technique of modern 
industry tends to obscure common prin. 
ciples, common aims and common re. 
sponsibilities. 

But in addition to the still inadequate 
recognition of group interests and re- 
sponsibilities, the intellectual — back- 
ground and training of business men is 
inadequate to a serious degree. There 
is nothing comparable, in the typical 
background of the business group, to the 
severe intellectual training of the 
scientist or even of the doctor or lawyer 
Much must be accomplished before we 
can find generally in our business leaders 
the trained capacity for considering 
largely the social consequences of types 
of business activity; and yet with the 
best of intent, this task of defining busi- 
ness ethics, of developing the art of 
living with the community, can not be 
accomplished without trained, hard- 
boiled, institutional thinking—thinking 
not in terms of this and next year's 
profits, but in terms of the permanence 
of institutions so managed that the com- 
munity wishes them to be permanent. 
Of course, in developing this art, we 
shall take advantage of the wide-spread 
idealism which exists in this country of 
ours. For I firmly believe that in our 
idealism we stand alone in history. But 
this idealism is out of focus; no amount 
of support of hospitals and charities, ot 
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| jp 
bo ts and universities, will serve to 
i -move the stigma of materialism from 
L onl ar civilization. The idealism of our 
pear asiness leaders must be focused on busi- 
a -ss itself, on the great task of adjust- 
uenth » business progress to community 
lis of ess, before we can solve our prob- 
id the ms. Moreover, the idealist will al- 
tate ays be in the minority and in order to 
Sine omplish our desired result, we must 
se of 1g to our aid in all possible ways the 
and lemental basic instincts of our common 
ilies ymanity, such as fear and selfishness, as 
prin- well as the desire to stand well with our 
“agen peers. Our problem is one of human 
ogy and human behavior. No re- 
Ju ctments of the golden rule in trade- 
I ve. sociation codes of ethics, no smug 


back latitudes about service, covering all too 
1 desire to be left alone, will serve 


en 
hor purpose. We must be concrete in 
a indling of specific cases, definite in 
+H terpretations of situations, if we 
the tO succeed. 
yve 
— [11 Self-Regulation of Business 
det 
ring fortunately, we can bring to our aid 
ypes tundamental human characteristic. 
+] \Ve tend in all matters to live as if we 
us eternal. Among the complicated 
m rds of modern life, we continue to 
7% plan for the future as if we were insti- 
ird- tutions instead of men. With the fly- 
i ght and the thug we shall make no 
r’s gress but, fortunately, these are a 
nority. More and more men are 
om taking this institutional point of view 
- out their business, and this institu- 
we il view brings to our aid the element 
ead t time. 
of With this time element we can build 
ur ich On our other basic instincts. Fear 
Rut become fear for the future; selfish- 
ant ness, long-distance intelligent planning; 


desire to stand well with our 
translate itself into 


may easily 
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pride in the progress of the institution 
or profession we serve. The great 
corporation thus instrumentally becomes 
a powerful and constructive social force. 

There are many reasons to hope that 
through this type of institutional think- 
ing, and through the conscientious and 
responsible use of power on sound social 
lines, permanency of institutions soundly 
evolving to meet changing human needs 
can be secured and a constructive system 
of business ethics be achieved. Such 
success is in large measure possible only 
through attuning our methods to the 
basic human instincts. 

The sense of responsibility developed 
must be group responsibility. It is the 
business group as a whole which must 
live with the community. Every sub- 
division of the group and every individ- 
ual business man who departs from 
sound business ethics fails to recognize 
his share of this group responsibility, is 
anti-social, and threatens by so much the 
whole orderly evolution of our economic 
civilization. Yet this group recognition 
of group responsibility hardly exists in 
the minds of business men today. The 
leadership imposed on our group by 
science is still thought of as an oppor- 
tunity for money making rather than as 
a call to the most far-sighted leadership. 

Let me illustrate what this means by 
comparing the ethical code of law and 
medicine with the typical trade-asso- 
ciation codes which are developing in 
such numbers. The first group of codes 
is evolutionary in character. In other 
words, the compilers of these codes were 
attempting to reduce to writing the then- 
existing state of the best ethical practice 
in their several professions. This prac- 
tice was the result of centuries of evolu- 


tion. The trade-association codes, by 
contrast, are hand-made. Insofar as 
they are not merely defensive, and at 


their best, they represent the ellort of 
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forward-minded men to create and de- 
fine canons by which their business 
should be run. The differences are 
striking. Both groups of codes include 
certain general community concepts 
which hardly belong in the specialized 
ethics of a professional or business 
group. Both deal with problems which 
arise from living together within the 
group. There, however, they part com- 
pany. The codes of law and of medicine 
each include important categories of 
activity which from the community 
standpoint are ethically neutral; that is, 
from the outsider’s standpoint they de- 
pend for their ethical coloration on the 
facts of the individual case, are good or 
bad as the facts in each case determine; 
and say that the whole type of activity 
for the particular profession involved 
In every 
such case, the type of activity which is 
condemned either tends to bring the 


is bad as a type and ts taboo. 


good name of the profession into dis- 


repute, because it puts too much of a 
strain on human nature, or it bears even 
more directly on the relations of the 
group as a whole to the rest of the com- 
Practically nothing of this sort 
occurs in the hand-made business codes 
unless we except their reenactments of 


munity. 


the Golden Rule. Group solidarity and 
group responsibility have not reached 
the point where even high-minded men 
see that types of activity, which on the 
average tend to lower the tone of the 
group or to hurt its relations with other 
groups and with the community, must be 
tabooed irrespective of the ethical color- 
ation of the particular situation. Min- 
gling the funds of the client with one’s 
own funds may be high-minded and all 
to the advantage of the client, yet the 
ethics of the law forbids the whole prac- 
tice, obviously because it puts too great 
a strain on human nature. He would 
be a rare business man who refrained 


from an individually sound business 
transaction because on the average such 
a transaction tends to put too great , 
strain on human nature. Yet such cop. 
siderations are the very core of the art 
of living together and the substance of 
professional ethics. 

Here we have an apparent departure 
in the evolutionary development of 
codes from the basic principle that the 
test ethically is good conscience. This 
departure, however, is only apparent. 
Indeed, what we really have is an ex. 
tension of the rule to make it include 
the group as a whole. Our new group 
of business men must develop and en- 
force a group conscience if the evolution 
of business ethics is to be speeded up; 
a group conscience which will hold not 
only the individual but the whole group 
to both personal and group responsi- 
bility for relations with the rest of the 
community. When this degree of 
solidarity is accomplished, and wher 
business has to this extent acquired the 
ability to enforce its own sanctions, and 
not till then, will business have assumed 
the leadership which has been forced on 
it by science. 


IV Why Not Legal Control? 


But, I hear it said, it is a function o! 
the law to define these standards, for 
the law is made by the community, and 
the community should define the basis 
on which it wishes its economic struc- 
ture to be organized and managed. O! 
course, the law and the policeman must 
define and establish those minimum 
standards to which the lowest must con- 
form, and they may even in many fields 
determine the average of conformity. 
But let us stop and analyze the state- 
ment that in a world of change we 
should have our standards fixed by laws. 

For illustration let me take a few ot 
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-eat economic changes of the last 


ee hundred years and see how they 
actually been dealt with: the de- 
nent of the credit structure in 

nd, the change in England and the 

| States to the factory system, and 

» development and curbing of trusts 

1 the United States. 

When our modern instrumentalities 
lit were developed on a large scale 
ly little situation in England, they 

ice became instrumentalities of op- 

ssion of a most serious nature. 
ular legislation had not then been 
veloped; and the common-law courts, 
th their doctrine of stare decisis, were 
less to find ways by which a deed, 
is a mortgage, could be prevented 
taking effect as an absolute con- 
nce on failure of the most technical 
lition. The church courts came to 
escue with penalties impinging on 
onscience of the litigant. The 
nmon law gave unquestioned secular 
s, but common-law rights were hard 
iforce with Hell’s fire and damna- 
nd the pains of excommunication 
ught to bear from the other side on 
ground that the transaction was un- 
mscionable. Not everyone even then, 
wever, respected the orthodox church, 
| in due course a whole system of 
isprudence—our modern courts of 
ulty impinging with their decrees on 


the conscience of the individual but 


ked up in their authority by the se- 
ir law—was brought into existence 
cope with such problems. The solu- 
on of this problem of socializing our 


redit structure was slow, but it was 


dequate, and today we are quite un- 
scious of the extent to which we de- 
nd on the smooth and fair working 
credit instrumentalities. The credit 
ructure is one of our greatest social 


issets, 


Between the time when the equity 
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courts developed and the rise of the fac- 
tory system in England, two things 
occurred. The doctrine of stare decisis 
—by which principles of law once de- 
cided are binding on future similar cases 
—was taken over by analogy from the 
common-law courts into the equity 
courts. This was perfectly natural, for 
the judges in the equity courts were all 
lawyers trained in the common law, and 
this doctrine was thought of as the 
cornerstone upon which the common law 
was built. The collateral effect was, 
however, inevitable. Conscience, like 
law, became reduced to rules, and slowly 
the daring and the initiative of the 
courts of equity in dealing, from the 
point of view of conscience, with new 
situations in new ways grew less and 
less, until today our equity jurisprudence 
is almost as ritualized as the common 
law. 

This process was accentuated by the 
growth of popular government and the 
rise of Parliament. More and more in 
England the solution of unsatisfactory 
social conditions was sought through 
Acts of Parliament. It was at this time, 
and while the House of Lords was still 
powerful and the House of Commons 
still predominantly agricultural in its 
control, that the factory system grew 
up in England. ‘This is not the place to 
discuss the social disintegration which 
came from the early failure of both 
courts and Parliament to deal properly 
with this startling change and to social- 
ize it before the wounds became too 
deep. England is now suffering and will 
suffer for centuries to come from the 
mistakes of a business group arrogant 
with power and totally unconscious of 
its social and ethical responsibility. 
Nothing but our huge undeveloped hin- 
terland, with its limitless opportunity to 
settlers, prevented similar mistakes and 
similar consequences here. But we did 
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not entirely escape. Too many New 
England mill towns partook of the 
characteristics of old England, and the 
arrogance and feudalism and _ short- 
sightedness of our business barons of the 
last half of the twentieth century is 
directly responsible for many inept leg- 
islative remedies for recognized social 
ills. Consider the Interstate Commerce 
Act, one of the by-products of which was 
to take the initiative largely from our 
railroad executives; and the Sherman 
Anti-trust Law and its amendments, 
which today prevent socially sound 
price-fixing and combinations and are 
largely responsible for the shocking 
social waste of natural resources like 
coal, oil, and lumber. 

Our financial history is 
dents of particular industries and com- 
panies which at certain times have had 


full of inci- 


the most optimistic prospects for the 
future both in their mechanical develop- 
ments and in their marketing prospects. 
ln many cases these prospects have not 
materialized because of the failure to 
take into account public opinion. This 
was very true of the railroads at one 
tage in their history. On the other 
hand, we have had notable examples of 
companies which have been markedly 
successful in their operations because 
they intelligently studied their public re- 
lations and have avoided certain types 
of blindness and arrogance in these rela- 
tions. Changes in thinking and in public 
attitudes are apt to be as rapid as me- 
chanical revolutions, and only foresight 
and adaptability in policies and manage- 
ment can meet these changing situations. 

The only success the race has had in 
dealing with rapidly changing environ- 
ment has been through the church courts 
and the equity courts in their period of 
untrammeled vitality when they im- 
pinged freely on the conscience of the 
individual and dealt with new problems 


in the spirit of the changing situation 
and not by fixed rules. 

One of my colleagues—educated jy 
England—remarked recently that the 
great advantage we have in this coup. 
try as compared with England in deal. 
ing with this problem of change, lies in 
the low grade of our legislatures. A 
startling statement, but has it not an 
element of truth? One hundred years 
of high-grade statesmen, with the best 
type of Englishman seeking a career 
through politics, has deeply ingrained in 
the British mentality a reliance on Par- 
liament to cure all ills; with the result 
that, whether the problem be a national 
strike or a Welch coal situation, the 
remedy is a Parliamentary Commission 
and an Act of Parliament. The skilled 
function is taken away from the skilled 
hand till the skilled hand loses its power, 
and the social responsibility is wholly in 
Parliament. Instead of the many-sided 
attack of the versatile business man on 
problems essentially economic and of a 
business nature, the result in the compli- 
cated present situation is inevitable and 
futile compromise. Parliament, by back- 
ground and experience, and because of 
its unskilled and inexperienced ap- 
proach, is helpless, while the habit of 
reliance on Parliament inhibits the type 
of economic approaches by business men 
which we should confidently expect in 
this country, at least in any area where 
Congress by its action had not yet in- 
hibited thought. Let us be thankful that 
it is still the habit of business men to 
attempt from many angles the solution 
of their problems, and only as a last re- 
sort to submit themselves to the perils 
of legislative remedies. Perhaps after 
all we are fortunate in the lower aver- 
age grade of our legislative bodies. 

For in the nature of our problem 
static legal solutions, whether defined by 
the courts under the doctrine of stare 
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ecisis or enacted by Congress or by 
e state legislatures, are ill adapted to 
changing society. If even the best 
g us, with the best possible knowl- 
‘of economics and society, were 
rs of legislative bodies solving 
ugh fixed laws our problems of 
together with the community, 
ich laws would be obsolete before they 


Lil 


| 


uld become binding and inept almost 
n the start because their conse- 
ences would be unpredictable. 


No—that minimum of law which is 


necessary to keep the antisocial from 
lestroying the efforts of the far- sighted 


a desideratum. But in this compli- 
ed industrial world, the solution of 
blems of business ethics, the task of 
ng how to conduct business in ways 
idd to general security and happi- 

ss, should practically be undertaken 
iarily by our business leaders, whose 
jective should be to do the job so well 
he law and the policeman are un- 
essary. If we fail, the law will treat 
is antisocial, and inept remedies with 
redictable but surely bad social con- 


equences will continue to add stresses 
ind strains to the structure of civiliza- 


Che test of our acts and our atti- 
les is good conscience, not of the indi- 
lual for his own actions alone, but of 

idividual and the group for the 
up, to the end that the good name of 
ness may not suffer, and that busi- 
hall be conducted with an aroused 

i trained sense of responsibility for 
future. All types of business prac- 
es which under this definition put too 
t an average strain on human nature 


ust be considered unethical, and men 


be rated by their fellows less for 
ibility to appropriate economic 
wer and for their success in accumu- 
x dollars and more for their social 
gination and institutional far-sight- 


Mess, 
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V The Task Confronting Business 


So much for the spirit in which we 
must approach the whole problem. The 
research problem involved is huge, for 
in all directions the changing facts of 
business must be studied and restudied, 
and constant efforts made to appraise 
and reappraise the social consequences 
of those changing facts; for the task of 
business ethics is that of securing at all 
times sufficient understanding of the 
facts so that within the limits of our 
capacity we may manage our affairs in 
ways which contribute to sound relation 
with the community. At the best we 
shall never have facts enough, but many 
types of practice can be shown to be 
clearly bad, and many points of view to 
be clearly good. Mistakes are inevit- 
able, but they can be greatly reduced by 
sound and unbiased research. ‘To such 
research our schools of business should 
contribute largely, for they are not only 
in a friendly relationship with business 
but they are also in a position to see its 
activities in perspective. Moreover, 
they are less affected by the bias inevit- 
able when immediate profits are in- 
volved. 

Just as the law is inadequate to solve 
business problems because it is slow to 
operate and static in its nature, so codes 
of ethics have their limitations and their 
dangers. 

The ethics of the legal profession has 
largely stopped in its evolution with the 
codifications of professional standards 
of the last century, and today the ethical 
codes of the law need important amend- 
ments and revision to fit them to a 
changing business structure. Profes- 
sional and business codes have their 
field of usefulness. Just as the law it- 
self as defined by legislation and the 
courts must needs define minimum 
standards to which all must adhere, so 
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codes of ethics may well be adopted by 
business and professional groups to de- 
fine that minimum of ethical standards 
without which proper relations with the 
community can never develop; but if we 
must codify, let us realize the static 
characteristics and limitations on codes 
and constantly study and revise them as 
our research progresses, for the only 
stable thing is and must ever be the 
spirit with which we approach the sub- 
ject, enlightened conscience. The rules 
must change with every significant 
change in environment or method. The 
challenge is constant and calls for the 
best there is in us. 

| have intentionally left to the end a 
word as to the power of the community 
generally to regulate human relations, 
aside from its power to regulate by law, 
and what I have to say here applies also 
to the younger men in business who have 
not yet attained positions of leadership. 
Here we are dealing with perhaps the 
most significant element in the whole sit- 
uation and one of the most dangerous. 

It is the thinking of the tribe which 
determines the character and type of 
tribal leadership. If the community ex- 
pects much from its business leaders it 
will get much. If it expects and honors 
cynical money-making and esteems such 
accomplishment, it will produce this type 
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of leadership. The history of whole 
groups of Jews and Armenians, and 
until recently of the merchant class jp 
Japan, shows clearly how community 
contempt inevitably produces Joy 
standards. 

This country still suffers, though less 
than England, from an attitude which 
looks down on business as compared 
with the so-called learned professions, 
and makes business in part a catch-al| 
into which in many families inferior sons 
are advised to go. Our contemporary 
literature is shot full of contemptuous 
criticism of business. Many even in our 
university faculties are still inclined to 
look on business instruction as a sop to 
necessity, and to rate it in a lower cate. 
gory than instruction in the arts and 
sciences, law, and medicine. 

This point of view ignores wholly the 
intellectual, ethical, and social oppor- 
tunities and the challenging responsibili- 
ties which lie in this field. 

A discriminating public opinion, ap- 
proving and rewarding socially sound 
business accomplishment, and ostraciz- 
ing the socially unsound, will bring 
about a real contagion of health. For 
most of our ethical and social standards 
in all areas are made effective, in the 
last analysis, by the force of public 
opinion. 
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THE ECONOMIC AND FINANCIAL RESULTS OF 
BRITISH RAILWAY CONSOLIDATION—THEIR 
GUIDE TO AMERICAN POLICY 


By C. E. R. SHERRINGTON 


Introduction 


N view of the fact that considerable 
preeminence has been given in 
recent months to the so-called four- 

rty plan for grouping the railroads 

st of the Mississippi River, it 1s 
ught that a short summary of the 
situation which has resulted from the 
nsolidation of the railroads of Great 
Britain into four groups may not only 
of interest, but possibly also of value, 
some of the difficulties due to consoli- 
on could be avoided in case a strong 
onal policy towards that end was 
lopted by the Interstate Commerce 
Commission. 
lt may be argued that conditions in 
two countries are far too dissimilar 
varrant any close comparison, but 
in attitude is more likely to arise 
traditionally conservative Britain 
in the United States. Yet, what- 
ditterences there may be, and they 
of course manifold, they are out- 
ghed by the fact that the British and 
ierican railroads are more closely al- 
| in the problems they face than any 
‘railroad administrations, for both 
tems are company owned and oper- 
ted, both have had to face the most 
vere road competition, and equally 
operating ratio figure has been 

d by the enforcement of high wage 

ind strictly controlled conditions 

work by employees, a legacy from 

sovernment operation during the war 
ve! 


but, while the Transportation Act of 


\n 


1920 returned the American roads 
to their company ownership and oper- 
ation, the British railways had to wait 
until 1921 to learn their fate as de- 
signed by Act of Parliament, and an in- 
tegral part of the Railways Act of that 
year was the enforced consolidation of 
practically all the companies into four 
large groups, if one excludes the elec- 
trical lines operated almost purely for 
passenger trafic in the London area. 
There are, it is true, certain important 
sections of line still jointly operated by 
two of the large groups, but the sep- 
arate administration of these sections of 
line is in truth more nominal than real, 
because the economies of rolling-stock 
standardization, fixed equipment, and 
statistical methods and return are all 
being gradually adapted to the practice 
of one of the parent companies. It is, 
perhaps, worth while to include the 
names of the constituent companies of 
the four large groups which exist today. 
It will be seen that only one, namely the 
Great Western, retained its long- 
honored name. 


GREAT WESTERN RAILWAY 
Great Western Railway 
Barry Railway 
Cambrian Railway 
Cardiff Railway 
Rhymney Railway 
Taft Vale Railway 
Alexandra (Newport and South Wales) 
Docks and Railway 


Plus twenty-six subsidiary companies. 
SOUTHERN RAILWAY 


London and South Western Railway 
London, Brighton and South Coast Railway 





396 HARVARD BUSINESS REVIEW 


South Eastern Railway 

London, Chatham and Dover Railway 

South Eastern and Chatham Companies 
Managing Committee 

Plus fourteen subsidiary companies. 


LonpvOoN, MIDLAND AND ScoTTisH RAILWAY 


London and North Western Railway 
\lidland Railway 

Lancashire and Yorkshire Railway 
North Staftordshire Railway 

Furness Railway 

Caledonian Railway 

Glasgow and South Western Railway 
Highland Railway 


Plus twenty-seven subsidiary companies. 


LONDON AND NortH EASTERN RAILWAY 


North Eastern Railway 

(jreat Central Railw ay 

(Great Eastern Railway 

Great Northern Railway 

Hull and Barnsley Railway 
North British Railway 

(Jreat North of Scotland Railway 


A 
Plus twenty-six subsidiary companies. 


Figures reproduced later show the 
capital of the four railways as they stood 
at the beginning of 1928, since when 
there has been little material change. 
[here is no class of security amongst 
British rathway capital quite similar to 
the bonds of the American roads, al- 
though the debentures can be claimed to 
bear a fairly close resemblance. 

While the full Railway Returns of 
the Ministry of Transport relative to 
i928 are not yet available, the position 
towards the end of 1928 showed that 
the Ordinary shares in the case of the 
Great Western Railway amounted to 


London, Midland and Scottish Railway 
London and North Eastern Railway 
Great Western Railway 


Southern Rai!w ty 





Potal, above ( mpanies 


29% of the total stock. The propor. 
tion for the London Midland and Scot. 
tish Railway was 23%, but in the case 
of the other two systems the Ordinary 
shares, comparative to American 
common stock, had been divided into 
two categories, namely, the Preferred 
Ordinary and the Deferred Ordinary 
the latter definitely of a speculative 
nature. 
The percentages in each case were 
is follows: 
London and North Eastern Railway 
Trader eee hea en Preferred = 11% 
Deferred = 10% 

Preferred and Deferred as % of 
eee == 22% 
Southern Railway ...- Preferred = 18% 
Deferred = 20° 

Preferred and Deterred as % ot 
0 CUE ne cevicueuees = 389 

Ranking prior to these stocks are, of 
course, the preference, guaranteed, and 
debenture stocks. 

At the time of the amalgamation, re- 
placement of shares in the old com- 
panies by those of the four new railways 
if one may include the enlarged Great 
Western as a new company, was effected 
on the basis of comparative market 
values and rate of return, with the con- 
sequence that large blocks of unremun- 
erative capital were eliminated in 1923 
when the amalgamation provisions came 
into force. Additional capital expended 
in remunerative betterments during the 
last five years has brought the figure of 
capital expenditure up towards the total 


Capital Receipts Capital Expenditures 


1gI3 1927 1913 1927 


(In millions of plounds, sterling) 


411.9 425.3 427.0 
16.9 327 1 329.3 
155-3 168.1 159.5 
i42.1 I I 145.0 
1,026.2 1,076.6 1,060.8 














FINANCIAL RESULTS OF BRITISH RAILWAY CONSOLIDATION = 397 


at which it stood in 1922, but the com- 


rative figures applying to 1913 and 
“oo7 give a picture of the situation 
wl ‘ch is, however, accurate only if the 
events of the intervening years, above 
outlined, are borne in mind. 

Phe Southern Railway has since amal- 

nation embarked on two large pro- 
crams of capital expenditure, the first 
yeing the electrification of its London 
suburban passenger service at a cost of 
:pproximately £11,000,000, a pro- 
cram completed for the moment in 
March, 1929, and the second being its 
creat extension scheme at Southampton 
Docks, involving an equally large capital 
expenditure. 


Effects of the Railways Act of 1921 


The provisions of this Act, requiring 
onsolidation of the many lines into four 
rge systems, were without doubt re- 
garded, as indeed was the Act itself, as 
i half-way move to State ownership, and 
ossibly State operation. The re- 
irches so ably conducted last year by 
Professor Howard C. Kidd, of the Uni- 
ersity of Pittsburgh, into this crucial 
period of railway history in Great 
Britain, made it abundantly clear that, 
while the retention of State ownership 
was originally conceived as the policy to 
be followed, the adverse reaction of 
public opinion to such a suggested pro- 
gram resulted in a change so arranged 
is to permit of the original policy’s 
being adhered to at some later date, or, 
lternatively, if the four-company plan 
proved a success, being retained rs the 
national policy indefinitely. The clauses 
oncerned with the new system of 
harges, the setting up of a Railway 
Rates Tribunal and a National Wage 
Board, are not regarded as within the 
rovince of this article. It suffices to 
tion that the Tribunal was required 


to formulate the charges levied by the 
railways so as to enable them to earn 
and management’ a_ standard net 
revenue equivalent to that of 1913, with 
certain added allowances for interest on 
capital expended since, or not fully 
remunerative at, that date. 

In parenthesis, one might add that 
the Tribunal has not found in practice 
that this is easy to do, just as the Inter- 
state Commerce Commission has not 
found it possible to obtain a fair return 
on capital value to the American rail- 
roads as a whole. It must be admitted, 
nevertheless, that the Railway Rates 
Tribunal has not deliberately forced 
down the individual rate structures, as 
was the case with the Interstate Com- 
merce Commission in the Western Fruit 
and other cases, and, fortunately, the 
British Parliament has not as yet placed 
upon the statute any instruction com- 
parable with the Hoch-Smith resolution. 
In Great Britain it is the forces of com- 
petition, both by road and sea, which 
have been the cause of lowered rates, 
and these rates have been granted in the 
majority of cases at the request of the 
railway companies themselves. Such was 
the situation, for instance, in the case of 
the Lancashire cotton trafic which, 
being of a short-distance nature, had 
largely deserted the railways for the 
roads. 

It is a matter for comment that those 
responsible for the framing of the Rail- 
ways Act of 1921 seem to have been en- 
tirely oblivious of the probable growth 
of road transport; it is all the more 
extraordinary in that, unlike the situa- 
tion in the United States, large numbers 
of motor trucks brought back from the 
theatres of war, were being sold at very 
low prices by the British War Depart- 
ment. It is often stated, even in Great 
Britain, that the consolidation provi- 
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sions of the Act were intended to bring 
about the abolition of competition 
within the railway industry. Such a 
situation could not have been envisaged 
in this Act, and certainly has not taken 
place; in fact, there are few important 
cities in the country which are not served 
directly by two companies, and there are 
many persons who consider that the de- 
gree of competition between the rail- 
ways is stronger than it had ever been 
in preamalgamation days. Probably the 
degree of competition is frequently less 
apparent on the surface than it was; in 
part it is hidden by the wise program 
which the railways have adopted in 
recent years of combining their policies 
and their advocacy of these policies on 
a united basis. 

Thus, their successful requests to Par- 
liament for full Road Powers, and more 
recently for Air Powers, as well as uni- 
fied advertising and publicity endeavors, 
have been evidence before the public 
that they are united in their opposition 
to competitive forms of transport. The 
adoption on a four-company basis of the 
container system and the railways’ suc- 
cessful request for the remission of the 
passenger duty, a tax dating back to the 
early Victorian days, are further ex- 
amples of a satisfactory trend towards 
cooperative action. 

It is true that, glancing at a railroad 
map of Great Britain, one might be 
pardoned for supposing that, as a whole, 
each company possessed almost monop- 
oly powers so far as rail transport was 
concerned within its own allotted region. 
But closer inspection will make it clear 
that, unlike the situation in France 
where the line of demarcation between 
their respective areas is not drawn 
through territory carrying great traffic 
flow, in England these boundaries, where 
they are distinct at all, coincide with 
routes of the greatest traffic density, as 


for instance London to Birmingham, 
London to Leeds, and London to 
Exeter. The following facts will demon. 
strate how great is the inter-railway 
competitive force. 

Strongly competitive passenger sery- 

ices run from: 

London to Manchester and Sheffield by 
London, Midland and Scottish and 
by London and North Eastern 

London to Leeds and Bradford by Lon- 
don, Midland and Scottish and by 
London and North Eastern . 

London to Nottingham and Leicester by 
London, Midland and Scottish and 
by London and North Eastern 

London to Perth and Aberdeen by Lon- 
don, Midland and Scottish and by 
London and North Eastern 

London to Edinburgh and Glasgow by 
London, Midland and Scottish and 
by London and North Eastern 

London to Exeter and Plymouth by 
Great Western and by Southern 

London to Birmingham and Chester by 
Great Western and by London, Mid- 
land and Scottish and by Southern 

London to Liverpool and Birkenhead by 
Great Western and by London, Mid- 
land and Scottish and by Southern 

London to North and Central Wales by 
Great Western and by London, Mid- 
land and Scottish and by Southern 

There are many equally competitive 
through cross-country routes, such as 
Newcastle to Bristol; and Liverpool to 
Hull, while competition also exists in 
lesser degree in services too numerous 
to quote in detail. Perhaps the most 
competitive passenger and freight routes 
are those run in connection with the rail- 
way-owned and operated steamers; 
from docks of the same ownership 
across the English Channel and North 
Sea to the Continent, and across to Ire- 
land. Thus, there are Southern, Lon- 
don, Midland and Scottish, and Great 
Western Railway routes to the Channel 
Islands and France, and there are South- 
ern, London and North Eastern, and 


London, Midland and Scottish Railway 
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tes serving Belgium, Holland, and 
nany; it would be no exaggeration 
that the tentacles of this competi- 

ch as far as Italy. There is also 
spread market competition, as be- 
sween the various coastal resorts, 
heightened by the close cooperation 
sisting between municipalities and the 
companies which serve the 
ve towns in the sphere of adver- 
In regard to freight service, the de- 
competition is undoubtedly 


r ily 1\ 


0 

iter than that of passenger traffic, 
ind, after exhaustive study, the Rates 
bunal found that it was an impos- 
task to eliminate many of the 
tous routes which were available 
traders in pre-amalgamation days. 
In fact, the Railways Act itself specifies 


that with certain exceptions ‘‘all facilities 


the interchange of traffic and ar- 
iwements as to routes and divisions 
nd invoicing of trafic which on the first 
f August, 1914, were in operation 
etween any company and any other 
ompany who will not form part of the 
me group shall unless otherwise mu- 
ially agreed between the companies 
erned be continued by and be bind- 

ig upon the amalgamated company.” 


[he general effect has been, therefore, 


that, within a group or new company, 
trafic is now routed by the most con- 
venient section of line, either to avoid 
grades, relieve a track unduly occupied 
with fast passenger services, or for some 


Examination of the per- 
it data indicates that the traffic flow- 

g through the various exchange points 

etween the new companies has not 
iltered, generally speaking, so greatly in 
mag or direction as might have been ex- 
ected, except as it has been altered by 
anges in the nature of trade over a 
riod of 1§ years. This experience 


may sober consolidation enthusiasts. 


Economies Effected 


Turning to a study of the economies 
which have resulted from the policy of 
forced consolidation, it has been found 
a matter of considerable difficulty to 
segregate those economies which may 
be credited legitimately to this cause 
from those which would probably have 
resulted if the individual companies had 
continued their separate existence. In 
fact, no authoritative statement has 
been made public by any of the four com- 
panies concerned, and remarks on this 
subject made at annual shareholders’ 
meetings have been clothed in general 
terms. The cause of this difficulty of 
attaining any degree of preciseness is 
not hard to find, because the trade of a 
country is not static, industries rise and 
fall, and the relative money value and 
volume of their raw-material consump- 
tion and productive output vary con- 
siderably over a period of years when 
contrasted with the total trade of a 
country. As the nature of trade changes 
so does the direction of its flow, and this 
materially alters railroad working and 
operation. In Great Britain the posi- 
tion is especially difficult because a sec- 
ond industrial revolution has occurred 
in transport methods during the period 
since the close of the War, due to the 
coming of age of the road vehicle fitted 
with the internal combustion engine. 

It has come to be recognized by nearly 
all those responsible for making studies 
of the comparative advantages of steam 
and electric traction that the only true 
measurement is that of the increased net 
revenue to be obtained. This is true as 
regards electrification, at any rate, for 
passenger trafic in urban territories 
creates its own traffic, and its social and 
financial benefit is largely dependent 
upon increased train mileage operated; 
though this does not necessarily result 
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in any proportionate increase of seat 
miles, because the electric multiple unit 
train is a far more elastic unit than its 
steam counterpart. 

Similarly, the benefits of amalgama- 
tion may best be measured by means of 
the net social and financial advantages 
which accrue. To claim that consolida- 
tion of certain lines will result in the 
reduction of train miles operated, at 
any rate under British conditions, has 
been found to be totally inaccurate, be- 
cause such an outlook ignores the in- 
creased through running and other 
additional services which it is obviously 
the duty of the consolidated system to 
offer to the community. 

At the time of the passing of the Rail- 
ways Act in 1921, estimates were made 
of as much as £20,000,000 to be derived 
as the annual economies of amalgama- 
tion. Such figures were always regarded 
with suspicion, to say the least, by those 
responsible for railway working and 
management, and could have been with- 
in the realm of reason only if the trade 
of the country was as prosperous as that 
of pre-war days, and if railways had re- 
tained the monopoly characteristics of 
inland trade which they enjoyed during 
the first decade of the twentieth century. 
All monetary estimates made during 
1920 were based upon inflated monetary 
values and suffered from the false idea 
of war-time psychology, the quoting of 
figures in millions with no true rela- 
tionship to concrete facts. 

The British heavy trades have 
suffered severely from depression ever 
since 1921, and with a falling-off in the 
volume of traffic it is renownedly diff- 
cult for railroads, with their high per- 
centage of fixed costs, to reduce their 
expenditure proportionately. The posi- 
tion with regard to staff and labor prob- 
lems is vastly different in Great Britain 
and in the United States. There is not 


the variation in climatic conditions jp 
the former which in America necess). 
tates that a large proportion of the 
maintenance and construction work be 
carried out during certain seasons of the 
year. Under British conditions a fey 
extra men are taken on in the summer 
seasons as porters, who correspond to 
American red-caps, and there are also 
extra hotel employees to cope with the 
additional seasonal passenger trade 
but these men have no counterpart ir 
American railroad employee statistics, 
Except for this small change, the num. 
bers of employees from one season to 
another vary only slightly, and, if men 
are forcibly retired, especially from the 
higher salaried positions, the granting 
of pensions may easily offset for a 
time the savings made in monthly 
pay sheets. It is not socially benef- 
cial to throw men out of employment 
in large numbers to add to a total 
of about 1,000,000 unemployed work- 
ers, which has been the customary figure 
at any given time since 1921. In fact, 
the railways have been pressed by suc- 
cessive Governments to undertake bet. 
terment expenditure in order to decrease 
unemployment in other trades. Never- 
theless, as a result of the disastrous coa! 
crisis and general strike of 1926, the 
number of employees has been cut to the 
minimum conducive to safe and efficient 
operation, but so as yet to remain in ac 
cordance with the National Agreements 
with the Railway Trade Unions. The 
latter hinge upon an eight-hour day and 
a guaranteed day and week. 

When comparisons are made with 
1913, it should be remembered that in 
the earlier year the eight-hour day was 
not operative, and with the wide-spread 
road services now in steady process of 
extension, the number of railway em- 
ployees is likely to increase rather than 
decrease. Bearing in mind these various 
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economic conditions, it is possible to look 
more closely into actual net economies 
which have resulted from consolidation. 

Treated historically, it may be 

claimed that the year 1923 was occupied 

with the reorganization itself, the ap- 
pointment of the heads of departments 
upon which the new policies were neces- 
sarily dependent. The following year 
was occupied in the perfection of the 
new organization and the commence- 
ment of work outlined as the policies of 
the respective departmental heads. 
Every effort was first directed towards 
bringing up the standards of the smaller 
ind financially weaker lines to those of 
the big constituent companies. The 
weak-road problem was an integral part 
of the consolidation provisions, and 
soe: all weak lines were absorbed, 
with the consequence that heavy capital 
expenditure was necessarily involved in 
their almost complete reconstruction. 
\ few cases may be taken as typical ex- 
amples: The Great Western Railway 
has spent since 1923 about £3,000,000 
on the betterment and improvement of 
the South Wales Docks and facilities 
owned by the many small companies 
that it absorbed. The same company 
was forced to relay many route miles of 
the ex-Cambrian Railway section of its 
line in Wales, to rebuild and alter the 
layout at many Cambrian stations, and 
to double certain sections of line, whilst 
t is still engaged upon an important 
bridge-rebuilding program in this ter- 
ritory to permit the use of heavier mo- 
tive power. 

The London and North Eastern had 
to relay with heavier rail practically the 
whole main line of the erstwhile Great 
North of Scotland Railway, and the 
London, Midland and Scottish Railway 
was faced with a tremendous rolling 
stock and equipment-renewal problem 

‘ter taking over the North Stafford 


and Furness Railways, in addition to 
work entailed by the reconstruction of 
rolling stock of its constituent and much 
larger companies, the Lancashire and 
Yorkshire and the Caledonian Railways. 
The Southern Railway, upon its forma- 
tion, had to face, perhaps, the most seri- 
ous situation of all, with a legacy of its 
Eastern and Western sections equipped 
with a vacuum automatic brake, and its 
Central section, the old London, 
Brighton and South Coast Railway, 
with Westinghouse fitted equipment. 
Its Western suburban section had also 
been electrified on the 660-volt, direct- 
current, third-rail system, and the Cen- 
tral suburban section on the 6,600-volt, 
alternating-current system with over- 
head supply. 

A courageous electrification pro- 
gram, adopting the Western section 
method of traction for all its suburban 
area up to 20 miles of London, and 
costing nearly £11,000,000, is due for 
completion, as mentioned earlier, this 
summer, and the same betterment work 
has solved the company’s rolling-stock 
problem, in that old  passenger-car 
bodies have been mounted on new steel 
frames and have commenced a new lease 
of life, being quite indistinguishable 
from new equipment. 

Unlike other capital expenditure, this 
program of the Southern Railway 
was definitely remunerative at once in 
increased net revenue and productive 
of social benefit in improved suburban 
and commuter service; but the recon- 
struction of bridges, improvement of 
station accommodation, and the use of 
heavier rail are only indirect in their 
financial benefit, and can pay for them- 
selves only over a period of years. De- 
pression in trade, with reduction in the 
volume of traffic passing, added to the 
very severe competition resultant from 
the road carrier of both passenger and 
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freight, has delayed inevitably the rapid 
accrual of these economies. When road 
competition for freight can be fought 
only by more frequent service, resulting 
in a reduced train and wagon load, it is 
dificult to utilize improved motive 
power to its maximum capacity and reap 
the financial reward of heavier rails. 

It has been the general impression for 
many years that the British railways 
have always maintained their standard 
of track at a somewhat unnecessarily 
high level and there are British railway 
oficers who would subscribe to this opin- 
ion, but in the difficult period of the last 
three years it has been found that such a 
policy has brought its reward in the im- 
portant economies which can be derived 
in this direction without any noticeable 
decrease in efficiency. A _ well-drained 
and ballasted track with creosoted ties 
does not in practice require the annual 
maintenance charges necessitated by a 
comparative stretch of track lacking 
these attributes, often termed _ inac- 
curately “‘refinements.”” Nevertheless, 
there is a certain amount of justification 
for a policy aiming at a somewhat 
standard of 
branches and 


maintenance on 
very low train 
density, which would permit the use of 
track motors for section men instead of 


low ered 


lines of 


the daily walking inspection by the sec- 
tion ganger customary on all British 
passenger lines. 

In spite of the violence of road com- 
petition in Great Britain, the seriousness 
of which is increased by the short length 
of haul of the average passenger and 
ton of freight, namely 13 and 54 miles 
respectively, passenger trafic has held 
up surprisingly well. The originating 
passenger journeys totaled 1,320 mil- 
lions in 1923, and 1,181 millions in 
1927, but the percentage paying full 
fares fell from 31.6% to 20.3%. 
Receipts from passenger traffic fell 
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from £70,600,000 in 1923 to £65,300. 
000 in 1927, and further to £62,100. 
000 in 1928, while the number of origi- 
nating passenger journeys fell by 8,500,- 
000. It is striking, however, that this 
reduction in the number of passengers 
carried was wholly accounted for by the 
first six months of the year, and it would 
rather seem that the present railway 
policy of low fares and more frequent 
trains will retain the present volume of 
travel, although it may not be so suc- 
cessful in retaining the passenger-re- 
ceipts figure. The future situation is in 
nart dependent upon the continuance of 
a national gasoline tax and the future 
price of that commodity. 

Whereas steady economies in man- 
agement, number of staff, and operating 
methods were made in 1925, the indus- 
trial crisis during 1926 and the high 
price of fuel held up progress for nearly 
a year in railway economies and sus- 
tained betterment expenditure. Mate- 
rials were difficult to obtain, trade had 
suffered a serious blow, and export coal 
movement through the railway docks 
was at a very low ebb, with the conse- 
quence that a position approaching to 
normality was not reached again before 
the summer of 1927. The further draft 
upon reserves during that period will 
have even more far-reaching results 
upon railway expenditure. On the other 
hand the need for most pressing econ- 
omy, as a consequence of that crucial 
period, has proved a source of strength. 
The policies of rolling-stock standardi- 
zation, the gradual coordination of de- 
partmental work within the railways 
themselves, and the results of capital 
expenditure on betterments in the earlier 
years, began to bear more evident fruit 
during 1927, and, while achieving re- 
markable results in 1928, are likely to 
show equal cause for satisfaction during 
the next two or three years. 
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Eliminating the financial results of 
‘ncillary services, such as steamers, 

‘els, docks, and road transport, and 

yncentrating wholly upon Railway 
Working proper, the published figures 
for 1928 show that losses in Gross Re- 
ceipts of £8,500,000, or 4.45 Yo, as com- 
pared with 1927, were offset by econo- 
mies to the extent of over £6,500,000, 
or 4.34%; thus, the Net Revenue on 
Railway Working fell by only 4.88%. 
On the London and North Eastern Rail- 
way a decrease of receipts of £2,614,- 
000, or 4.61%, was more than offset by 
say ings of 6.03 % , oF £2,779,000, while 
the Southern Railway counterbalanced 
its loss of £584,000 by savings of £757,- 

oo. It is striking that the Great West- 
ern Railway, which had to face the 
smallest consolidation changes of the 
four, was only able, with its notably eff- 

ent management, to effect a saving of 
£26,000 to offset a loss of £1,298,000. 
The London, Midland and Scottish 
Railway made savings of £2,511,500 as 
compared with reductions in railway re- 
ceipts of £3,947,000. 

The large savings made last year are 
the most important characteristics of 
British railway working in 1928, but in 
part these were due to the lowered cost 
of fuel and to the agreed reduction of 
ll salaries and wages, from directors to 
laborers, by 214% as from August, 
1928. This last has been estimated to 
iccount for a saving of about £1,000,- 
000 in 1928, but will account for pro- 
portionately more in a full year. It 
should be pointed out that no economies 
have been effected in maintenance of 
track, rolling stock, or fixed structures, 
and it is doubtful if a higher standard 
of maintenance has ever been attained 
on the railways of Great Britain as a 
whole than exists today. Over £4,000,- 
000 of economies were effected in loco- 
motive running and in the operating and 


trafic departments, while passenger- 
train miles increased by nearly 8,000,- 
000 as compared with 1927, although, 
owing to lack of trade, freight train 
mileage decreased by over 4,250,000. 

As demonstrative of the methods by 
which economies have been made, one 
may include the following table, which 
relates to the London, Midland and 
Scottish Railway only. 


LOCOMOTIVES 











Built Total 
and Broken Stock Tonnage 
Pur- up on 31st 
chased December 
1923 64 88 10, 292 440, 436 
1924 121 167 10, 246 441, 281 
1925 285 326 10, 205 443, 393 
1926 296 342 10,159 443,563 
1927 385 416 10,128 448,709 
1928 339 596 9,871 440,908 

















Unpber or AWAITING REPAIR ON 31ST DECEMBER 








Number Percentage of Stock 
1,958 19.02 
1,856 15.11 
1,375 13.47 
1,345 13.24 

877 8.66 
605 0.13 





Consolidation Economies in the 
United States 


In contrasting the economies obtained 
by the British railways through consoli- 
dation, with those which might be ob- 
tained by American railroads, two 
points should first be stressed. In Great 
Britain economies are automatically ob- 
tained by the standardization of rolling 
stock, equipment, and type of automatic 
brake; this source of economy could not 
result to the same extent in America. 
Passenger and freight equipment in 
America is more closely standardized 
already, the Westinghouse brake is uni- 
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versally employed, and the benefit of 
standardization of locomotive stock 
could apply only to repairs. Dating 
from the war period the British lines 
have a complete ‘‘common-user”’ system 
in force for all standard freight equip- 
ment, which avoids the checking of car 
numbers at transfer junctions. 

In Britain, where each large constit- 
uent company possessed its own shops, 
it was only the smaller companies that 
did not build, as well as repair, their 
own steam locomotives. It would cer- 
tainly be no exaggeration to say that all 
likely demands for new steam locomo- 
tives by the four large railways could be 
handled with ease by the railway-owned 
locomotive shops. To a lesser degree 
the same situation applies to passenger 
car and freight car construction, al- 
though it will be essential in the coming 
years to deal courageously with the 
problem of the privately-owned wagon, 
the number of which totals approxi- 
mately 650,000, or equal to the number 
owned by the railways themselves. In 
this equipment sphere, then, economies 
on the scale of those attained in Great 
Britain are not likely to result in Amer- 
ica. Similarly, in the degree of through 
locomotive running it seems improbable 
that any American consolidated system 
could yield the economies obtained by 
the British lines, because exchange 
points were more frequent as a whole in 
the smaller country and the distances 
not nearly so large. 

On the other hand, rerouting of traf- 
fic would be a far more important source 
of economy in the case of the American 
systems. In the estimate made for the 
Great Northern Pacific Railway of 
transfers from the Northern Pacific to 
the Great Northern, and vice versa, con- 
sequent economies were placed at over 
In the case of savings re- 
the combination of ter- 


>I,400,000. 


sulting from 
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minal facilities, British experience has 
shown that these can be greatly over. 
estimated; heavy capital expenditure js 
frequently involved to combine several] 
locomotive depots, or freight-termina] 
facilities, expensive connecting lines 
have to be built and, in the case of pas. 
senger traffic, the public are opposed to 
transfer of passenger service from the 
accustomed terminal. The situation is 
probably acute in Great Britain, owing 
to the fact that the majority of termi- 
nals—and union stations are _ infre- 
quent—were each individually working 
to full capacity, prior to consolidation. 

A consolidated system is, without 
doubt, financially stronger. Many small 
British lines, especially the coal roads in 
South Wales, could not have weathered 
the last four years as independent con- 
cerns without government aid, and yet 
maintained their equipment in up-to- 
date condition. As the incidence of 
trade depressions is spread over a wider 
area, more industries and more shippers 
have to shoulder the burden of railway 
charges. This condition, which was 
much in evidence in Great Britain, al- 
lowed the most stricken territories a 
betterment of equipment and facilities 
which otherwise would have been totally 
impossible. 

Important savings are naturally ob- 
tained through consolidation by the re- 
duction of directors’ fees, the gradual 
combination of higher appointments, 
the savings of centralized statistical and 
accounting work, and the better bar- 
gaining power of the larger company 
when purchasing stores, fuel, and so 
forth. Savings on track maintenance 
are very doubtful, uniess by rerouting, 
if the desirable aim is attained of keep- 
ing the track at the standard adhered to 
by the most efficient of the constituent 
roads; the same is true of signal equip- 
ment and in part of rolling stock. 
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Concentration of repairs in the most 

t shops, which has been the source 
nportant economies in England, is 

t likely to yield equal advantages in 
\merica, for the long haul to reach such 
» points might easily outweigh the 
tages to be obtained, but each case 

es with and is dependent upon geo- 
sraphical considerations. There is little 
uestion that supervisory charges and 
trafic expenses can be made to yield im- 
portant economies through consolida- 
although systems would be so 
ferent in nature as to make any gen- 

al percentage estimate an absurdity. 
Nevertheless, against such savings 
ist be placed the loss of esprit de corps 
morale, which consolidation neces- 
y brings about. This loss is ad- 
ttedly an intangible but an extremely 
nportant one, which together with lack 
personal touch has played a large 

in the loss of traffic in Great Brit- 

to the road competitor. From Euro- 
pean experience one would have judged 
hat for this reason alone, the Chicago, 
Milwaukee, St. Paul and Pacific would 
ot have opposed the advent of the 
Great Northern Pacific Railway, as 
being calculated to disturb the remark- 
ble esprit de corps and morale so evi- 
to those with a knowledge of the 


] 


northern roads. 
Che large size of a consolidated sys- 
is, sometimes, said to be beyond the 
owers of present-day organizations. 
lo prove that such an argument is not 
valid, one need only point to the univer- 
lly-recognized efficiency of the Ca- 
nadian Pacific, the Canadian National 
Railways, the German Reichsbahn, the 
Pennsylvania Railroad, and the savings 


made by the two largest English lines 
during a year of very great difficulties. 
Size is no bar to efficiency, provided too 
great an emphasis is not laid upon cen- 
tralization and if a good organization 
of the divisional type is adopted. 

In conclusion, one may stress the fact, 
which has emerged most forcibly from 
British experience, that the economies 
of consolidation as regards fixed assets 
and equipment are mainly to be attained 
through increased standardization, and 
require considerable capital expenditure. 
They are productive of savings and an 
increased net revenue only after several 
years, and the full measure of economy 
in standardized rolling stock can be ob- 
tained in finality only after the life of 
the older stock has expired in, say, 30 
years. 

Consolidation is a strong medicine, it 
is prone to create a temporary setback 
and local pains, due chiefly to loss of 
morale, unless handled with extreme 
care. Much has been said of late in 
hearings before the Interstate Com- 
merce Commission of the need of sys- 
tems balanced in power and financial 
strength; such arguments should carry 
no weight whatever. The trade of a 
country is not static, it rises and falls in 
different areas, as do industries them- 
selves. Whatever may be the most care- 
ful plans of legislators, no prophecy will 
prevent a strong line from becoming a 
weak one if its volume of trafhc de- 
creases, but against such changes, or- 
dained by the fates, it is possible for 
men at any rate to adopt consolidation 
as one means of spreading, as insurance 
does, the burdens of depressions in 
trade. 


THE TECHNIQUE OF MERCHANDISING 407 











THE EFFECT OF THE PUBLIC’S DEMAND FOR 
BETTER ART ON THE TECHNIQUE 
OF MERCHANDISING 


By OSWALD W. KNAUTH 


I is common knowledge among all 
| who are interested in merchandise 

distribution that the last five or ten 
years have shown a remarkable increase 
in public demand for articles having 
artistic merit, and a similar decrease in 
attention to quality. Needless to say, the 
term “artistic merit” is used in a pop- 
ular rather than a technical sense. The 
‘artistic merit’? demanded by the public 
is not of the highest order—yet it is 
very real and not entirely to be scorned 
even by the most sensitive. This factor 
of artistic merit may be overdone; there 
are many articles undeniably having it 
which are nevertheless passed by, and 
those who are cynically inclined may as- 
sert that the artistic merit in question is 
of a rather low order. Yet any one 
who looks into the subject must concur 
in the broad generalization that artistic 
merit in this sense is a greater factor by 
far than it was a decade or a generation 
ago. Similarly, the decreasing stress on 
quality may be overemphasized: it is not 
so much that the public is demanding 
proven quality as that it takes quality 
for granted. The ancient and honor- 
able test for cloth was a pair of strong 
thumbs with which to pull mightily in 
order to determine whether there was 
any slip. The shopper of today is far 
more likely to feel the texture and take 
the color to the daylight. 

Now what is the reason for this dras- 
tic change during the last ten years? 
Why has the public become so much 
more keenly interested in artistic merit 
within this short space of time? Per- 


haps there are several reasons, rather 
than one. 

The general prosperity has certainly 
made it possible for many people to pick 
and choose more carefully than they 
could have done had this not existed. 
Replacement of old objects and articles 
with new has been easier; it has been 
more possible to discard articles, not be- 
cause they were worn out, but because 
they did not please. While it is true 
that fine art has frequently developed 
during periods of stress and strain, and 
that mere wealth has too often produced 
only grotesqueness, yet it is certainly 
easier for art to emerge when the sur- 
plus of money and goods, and the leisure 
which such a surplus makes possible, 
have been increased. The reading of 
magazines devoted to art in general, and 
certain applications of it, has become 
more wide-spread. Certainly, the stand- 
ards of these magazines have improved 
noticeably. During the last decade the 
total circulation of ten of these maga- 
zines has slightly more than doubled. In 
four years, the estimated tourist travel 
to Europe has increased by thirty per 
cent. Everywhere one sees evidences of 
the prosperity which explains in great 
part the changes in public demand. 

“The subjects discussed by women’s 
clubs today concern art and decoration, 
whereas formerly the dominant inter- 
ests were literature and _ philosophy. 
Speakers on topics that deal with art 
and decoration are eagerly sought after 
and listened to with rapt attention. Per- 
haps the notion has become wide-spread 
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- sood taste is not innate, but that it 

n st be cultivated. Art schools seem 
“fourish everywhere; and while they 
y sometimes be accused of turning 
ita patter of language rather than real 
nevertheless their standards are de- 


ledly in advance of the innate taste of 
home-maker a generation ago. An- 
er influence is the policy of many of 
ir museums to give extension courses 
nd night lectures. They have become 
ore than repositories for antiquity— 
ey have gone out into the highways 
and byways to make their influence felt. 
\nd they have succeeded. Not only are 
their lectures well attended, but the mu- 
ums today are crowded as they never 
ere before. Annual attendance figures 
almost all these activities for the 
ist ten years show a substantial gain, 
| in some, particularly the Metropolli- 
tan Museum of Art in New York, the 
crease has been striking. All this may 
perhaps be traced to the great steps 
forward taken in our public educational 
system some twenty to thirty years ago. 
lhe first children who benefited by this 
increase are today consumers having 
effective demand; and it may not be far- 
fetched to impute some of the improved 
taste of the day to the forces then set 


n toot. 


< 


Characteristics of Modern Styles 


Ihe general characteristics of the 
rticles which are meeting popular ap- 


proval are fairly clear. The designs are 


apt to be clean-cut, as against the un- 
ertainty of a decade ago. The lines 
ilso are simpler, and there is a general 
reduction of ornament. More empha- 


sis on the whole is given to shapes— 


vhich are in many cases decidedly inter- 
g. Witness the recent productions 
china, to take one field as an example, 
1 for another compare the general 


ne 


lines of women’s clothes with those of a 
decade or two ago. 

In harmony with this clarification of 
design is the shift in colors. ‘These are 
more decided—one might call them 
“snappy.” There is a greater use of 
the primary colors, and they are set off 
against each other, rather than blended. 
The change may also be characterized 
as having less of soft harmony but more 
of decision. The colors of today have 
decidedly more “‘flair’’ than they had a 
generation ago. 

In these characterizations has been 
omitted any mention of the so-called 
modern European style. That has qual- 
ities of its own, which form a study 
apart from this. In so far as this mod- 
ern style is an expression of the day, its 
features are incorporated in articles 
generally. And that there is consider- 
able borrowing, or expressing the same 
fundamental character in all present- 
day design, is undoubted. It should 
also be noted that the characteristics of 
today are not new; many of them are the 
same as in former periods. The con- 
trast brought out is limited to ten or 
twenty years ago. 

In another aspect, what has happened 
has been the passing of staples. A 
dozen years ago, there was a long line 
of articles that had been in demand for 
years and still continued. These were 
all familiar through common usage— 
the border pattern in china, the blue 
willow ware, the checked gingham, 
the mission furniture, the turkey red 
cotton table covers, the fringed napkins, 
white lawn cloths and nainsooks for un- 
derwear, cotton flannel and outing flan- 
nel. All of these articles were molded 
in a general pattern of taste, and the 
taste was popular. Machinery was ad- 
justed to it, and the public accepted it. 

It is a common observation among 
merchants that this is no longer the case. 
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Demand jumps suddenly and _inexpli- 
cably from one color to another, from 
one material to another, from one de- 
sign to another. Perhaps this is due to 
the introduction or increased use of an 
exceptional number of new materials 
during the last few years. To name but 
a few: rayon, platinum, white gold, jute, 
bakelite, new woods in furniture, stain- 
less steel, monel metal. The multiplic- 
ity of combinations in which these 
articles can be used is remarkable. 
Within the general heading of present- 
day style are rapidly changing fields of 
fashion; and within these changes of 
fashion is an even greater succession of 


fads. 
Changing Methods of Merchandising 


The merchandising corollary to this 
situation is a change from buying to 
meet a general demand, to buying to 
meet a specific demand. The public do 
not buy goods as such, even of the com- 
monest kind; they are buying specific 
colors, specific patterns, and specific 
qualities. The task of meeting these 
conditions is infinitely harder than it was 
a generation ago. It is the failure to 
become adjusted to this condition which 
has caused the difficulties experienced by 
many merchants during the last few 
years; and it is the changes in the tech- 
nique of merchandising necessitated by 
these changes which are the subject of 
this article. 

The first and most natural safeguard 
that a merchant can employ in order to 
meet this change is the reduction of his 
commitments and of his stock of goods. 
If the value of his inventory is liable to 
overnight depreciation, it is a truism 
that he wants to have as little as possible 
on hand at any one time to enable him to 
do business. This is emphasized by the 
extraordinary difference in value be- 








tween the pattern or design that is jn 
demand and the one that is not, even 
though the quality and cost of manufac. 
ture may be identical. A specific ex. 
ample of this may be cited: at two 
tables, which were placed side by side, 
were two selections of a printed linen of 
identical quality. At the first table, of 
selected patterns, the price per yard was 
about $4.00—at the second, the price 
per yard was about $2.00. Yet the sales 
were in the ratio of 4 to 1 in favor of 
the first table. Moreover, the first 
table had a continued succession of in- 
terested persons, whereas the second 
was repeatedly deserted. An examina- 
tion of the patterns clearly indicated the 
reason: at the first table, the patterns 
were decided, the colors were clear, and 
the general ettect was of sober individu- 
ality; at the second, the patterns were 
wavy and uncertain, and the colors were 
washed out or drab. The linens at the 
second table were sold at sacrifice prices 
apparently to institutions and _ finally 
again reduced in price. 

Unfortunately, the inevitable reduc- 
tion of values because of a lack of de- 
mand is a rule that does not work both 
ways, for while a pattern reduces value 
far below the market price for similar 
quality, a good pattern raises the price 
very little, if at all. This small margin 
is recognized most clearly in Germany, 
where the producers of patterns at 
times receive their pay on a royalty per- 
centage of sales. Normally, however, 
the only reward for a careful selection 
of patterns is through increased sal- 
ability. 

Obviously, hand-to-mouth buying re- 
duces the element of risk as far as the 
merchant is concerned. It also tends to 
reduce the money value of the invest- 
ment, so that, if sales are maintained, 
the rate of turnover tends to rise. And 
lastly, it tends to reduce deterioration 
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chandise while in stock. For it 
mmon saying among merchants 

friendship and wine improve 
.ze—and neither of these is an 
of merchandise. 


But, as an offset to these advantages, 


TASC, 
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lificulties and increased expenses 
Unnoticed, the cost of handling 
for it is clear that the han- 
x of a bill is about the same, whether 
imount involved be $7.00 or $7,000. 


The cost of handling many small items 


lso increased, as is the cost of receiv- 
nd delivery. The difficulties of 
k maintenance become prodigious, if 
nsurmountable. In fact, it is not a 
guess that most merchants are short 
r best-selling articles one-fifth of 


etime. The loss of sales is enormous. 


| when to this is added the expense 
resulting special-order business, 


en the loss due to being out of stock 
nay become the difference between suc- 


Ss 


and failure. 
urthermore, the reduction of risk is 


lusory. For while this reduction is 


] 


| as far as the merchant is concerned, 


manufacturer’s or wholesaler’s risk 


ncreased in exactly the same propor- 


tion 


lhe total risk involved could be 


uced only by a lessening of the time 


reli 
CU 


he consumer. There is no other way. 


] 
’ 


1 share the burden. 


© point. 


) that what has really happened has 
een an increased risk to the manufac- 
irer for which he has, generally speak- 
g, not been compensated by an increase 
i price. Unfortunately, most manufac- 
irers have gone no further than to vent 
heir rage at the practice of hand-to- 
outh buying, and have demanded that 
retailers should increase their orders 


All this is beside 


As long as a manufacturer 
harges the same price for small or 
irge quantities, the retailer is doing the 


1 


y possible thing in avoiding risk so 
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far as he is able. Not only is the gen- 
eral expense of hand-to-mouth buying 
greater per unit than purchases in larger 
quantities, but these expenses fall pecu- 
liarly on the manufacturer. Unfortu- 
nately, the methods of certain ones have 
forced the competition into a generally 
unhealthy state, so that any single con- 
cern is powerless in the face of prevail- 
ing conditions. 

If that is true, then the one-price polli- 
cies of many manufacturers for services 
having different costs have led retailers 
to select the most expensive services. 
There is here an analogy to the policy 
of a certain large store which operated 
selected departments at a loss in order 
to create them as “‘leaders.”’ This fact 
was discovered by the public, who dealt 
almost exclusively in these departments, 
to the ultimate ruin of the concern. If, 
then, there is a difference in cost of 
immediate delivery as against advance 
ordering, or of small quantities as 
against large quantities, sound practice 
would seem to demand the recognition 
of these variants. 

And the misfortune is heightened by 
the changing demands of consumers as 
described above. As long as most 
articles were in general demand, then 
the questions of hand-to-mouth or long- 
term buying were of relatively little im- 
portance. But with the growth of spe- 
cific demands on the part of the public, 
as against the former reliable demands, 
the whole aspect of the situation 
changed. And the adjustments of most 
manufacturers, as of most merchants, to 
this changed situation are incomplete. 
Until these changes have been recog- 
nized, the relations between merchants 
and manufacturers will remain acri- 
monious. 

There is another aspect of hand-to- 
mouth buying that should be mentioned 
in this connection. ‘The constant deal- 
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ing in small quantities leads to a series 
of unimportant purchases, and these are 
apt to be made carelessly. Important 
decisions must be pondered sufficiently 
to ensure a high percentage of success, 
but small ones may be arrived at off- 
hand. The result is an increase of blun- 
ders. And when to these blunders are 
added the special offers of manufactur- 
ers to get rid of their blunders, then one 
arrives at a system which makes for the 
emphasis of errors in public offerings. 
A low standard inevitably prevails; 
everything is just-not-quite-right and 
about-to-be-corrected, instead of being 
right in the first place. And, with cer- 
tain outstanding exceptions, this is typi- 
cal of the manufacturing and merchan- 
dising methods now prevalent. 

Perhaps the most important change 
in merchandising method is the reduc- 
tion of sales and mark-downs as a recog- 
nized part of the scheme of things. Un- 
til quite recently, mark-downs for the 
purpose of creating a sale, or special 
purchases from manufacturers in so- 
called “job lots,” played an important 
role in the plans of almost all retailing 
establishments. Today, they are the ex- 
ception rather than the rule. Such sales 
usually consist of goods which for some 
reason, involving color or pattern, are 
not salable at full price. And the suc- 
cess of such sales is an index of the im- 
portance which the public attaches to 
these qualities, as against durability. It 
is the general experience of retailers 
that “Reduction for Clearance” or ‘‘Spe- 
cial Purchase of Manufacturer’s Entire 
Stock” carries with it more grief than 
profit. As a part of the technique of 
merchandising, it must therefore give 
way—and become what it really is—an 
unfortunate necessity resorted to for the 
sake of correcting a blunder. 

The real fault with most of the indus- 
tries, which cater directly to the public 


and which now are having a difficult 
time, is that they have either failed to 
sense, or have been unable to adjust 
themselves to, the extraordinary change 
in the demand for fashion on the part of 
the public. In its very nature, this 
change has caused a series of difficult 
problems; and blunders are inevitable in 
such a period. But a failure to attempt 
an adjustment to these problems is the 
worst blunder of all. 


The Growing Importance of Design 


It is easier to analyze the fault than 
to prescribe the remedy, and as in all 
unhealthy situations any single remed) 
is inadequate. It is, therefore, with dift- 
dence that some positive suggestions are 
offered. This difidence is overcome 
only by the fact that there has been on 
the part of various readers of this 
article, and many persons with whom 
the general problem has been discussed, 
the query, ““What should be done about 
it?” Taking it for what it is worth and 
with the realization that there is no pan- 
acea, the following is offered: 

The importance of the designer is 
greatly underestimated. He is gener- 
ally a tried and true man with long ex- 
perience and a thorough knowledge of 
his subject. But this is not enough in a 
radical situation. The situation is sim- 
ilar to that which developed in foreign 
exchange during the war years. At that 
time it was found that the old-time tech- 
nicians made the most fatal blunders. 
So it is today in the field of merchandis- 
ing. The designer, who is responsible 
for the salability of millions of dollars’ 
worth of articles, is really in the position 
of the prima donna in an opera. He is 
a key man and not one of the run of the 
staff. If he has genius, he can not be re- 
placed. If he has not genius, then this 
lack is fatal to the whole concern. The 
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normal designing department is 
inadequate to the task. In 
manufacturing plants—with not- 
ptions—the designers are more 
with the technique of produc- 
with design. The designers 

to live far from the centres of 
and only too seldom do they 

to realize that times have changed 
e last two decades. Their ac- 
methods are to produce some- 
different” every six 
But they accom- 
neither. ‘They merely re-allocate 
constituting nothing 
or different. It 
far better—and far less expen- 
—to stick to the old and tried than 
ttempt change without a difference. 
touch with the public is either 


(ns or every year. 
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i¢ manufacturers to create wild and 
rd patterns have too often been so 
ily prepared and so inadequately 
lied as to foredoom failure. Hence 

mpression that the country has 
confirmed. The 
is that the difficulties of design are 
| the comprehension of most de- 
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ture of the demand which they 
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are equipped to fulfill. In all of this, 
the so-called modern movement is 
merely one phase—certainly a minor 
phase, and possibly a passing one. 
There is another aspect of this which 
perhaps is a corollary. Many manufac- 
turers are under the impression that 
they must offer large assortments— 
good, bad and indifferent. I think that 
this isa mistake. There can be an elim- 
ination of the bad lines, and a concen- 
tration on the better ones, which should 
not only reduce the cost of manufactur- 
ing, but increase the desirability. To 
this it is objected that the tastes of the 
various parts of the country differ so 
widely that any cutting down of lines 
must result in a loss of sales. It is also 
said that taste is a matter of personal 
preference which is unpredictable. I 
think that both of these objections are 
beside the point. There is greater uni- 
formity in tastes than is apparent on the 
surface, and therefore these tastes can 
be pretty accurately forecast. It is not 
intended, of course, to drive this point 
to an absurdity. ‘There are different 
classes of tastes in any community and 
there are also different classes of tastes 
in different sections of the country. It 
would be wiser to emphasize the neces- 
sity of studying particularly each class 
of taste and of creating styles which 
would anticipate these desires. This is 
really a proposal to manufacture specif- 
ically for certain known types of de- 
mand, rather than generally for the pub- 
lic at large. But this very fact intro- 
duces a vast realm of new difficulties in 
manufacturing, the contemplation of 
which induces despair. 
that this condition 
has been at the basis of the decline 
of the wholesaler. From the very 
nature of his business, he must supply 
a general line of articles. And the 
change from general to specific de- 
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mand simply tends to leave him out of 
the picture. Of course, this is but one 
of many forces which have combined to 
operate for his decline. 

On the whole, merchants have gone 
further than manufacturers in adjust- 
ing their methods to the changed de- 
mands. This is but natural, owing to 
their closer contacts with the public. 
Yet even with this advantage, many 
have failed to readjust their methods. 
In their selections, merchants are spend- 
ing far more time on the correctness of 
color combinations and the appropriate- 
ness of designs than heretofore. They 
do not look for quality directly—they 
take it for granted; checking up only 
after they have decided to become inter- 
ested. Not that they neglect quality; 
rather that quality by itself is not sufh- 
cient. In this they necessarily pass by 
many articles of unquestioned quality 
which are almost unsalable. The difh- 
culty with these merchants is that they 
are too often unable to find among the 
offerings of manufacturers the articles 
that they know to be exactly right. And 
in order to have them made, they must 
place orders of a size beyond the possi- 
bility of most establishments. 

This argument appears to lead to the 
desirability of department-store chains, 
in which the volume of trade would 
be sufficiently large to make possible 
the purchase of specially-made articles 
in quantities sufficient to justify their 
manufacture. Indeed, this might be pos- 
sible. But it must be taken into consid- 
eration that there are still many articles 
in which a similar advantage would not 
reside. As a matter of fact, just such 
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attempts have been made by several of 
the chains and groups of department 
stores. But on the whole, the dif. 
culties of operation have been so for. 
midable as frequently to outweigh—o; 
offset in part—the advantages to be 
gained. However, it is distinctly within 
the possibilities that these practical diff. 
culties will be reduced. 

The necessities of the situation are 
turning back the clock from hand-to. 
mouth buying by retailers to a greater 
amount of advance ordering. The de. 
mand on the part of the public for spe. 
cific designs and colors makes it impera- 
tive to order these particular articles 
and not to trust to the chance of secur. 
ing them at the last moment. Of course, 
this necessity varies with different arti- 
cles, and the retailer must decide 
whether or not it exists in each specific 
instance. In such fields as china, where 
retailers carry the same patterns over a 
period of time, it is obviously necessary 
to have exactly the pattern and quality 
that match, and not one that is broadly 
similar. In other fields, like silk and 
upholstery, where colors must harmon- 
ize in order to be usable together, the 
selections must be made so as to achieve 
this unity. Such vital matters can not 
be left to chance at the last moment. 

All of this greatly complicates the 
problem of the merchant and heightens 
his risks. But it is the difference be 
tween distinguished success and semi- 
failure. Unhappily for the merchant, 
it does not directly increase his profits; 
but it adds measurably to his volume, 
and enormously enhances the stability o! 
his reputation and his general good-will. 
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PUBLIC UTILITY RATE REGULATION II 


By PHILIP CABOT 


N the first part of this paper’ I 
tried to show the present economic 
position of the public utilities in the 

mplex structure of modern business in 

United States and to indicate that 
le their position is a satisfactory and 
, a favored one for the companies, if 

present method of regulation were 

g adhered to and strictly applied it 
ght be very harmful to the customers 

to the community. This danger 
rises from the doctrine of service-at- 
ost, by which price is determined by 
ost allocations instead of by the value 

service to the customer. In order 
void this danger, I suggested that 
ittempt to regulate profits directly 
ibandoned and that instead profits 
rht be regulated indirectly, as they 
w are in competitive trade, through 
skillful regulation of price. The 
pposed necessity for regulating the 
its of public utility companies rests 
pon the dogma that Jones’s profit is 
But we all know that as 
ral proposition this is not true, 
It is more ac- 

to say that Jones’s profit results 
m Smith’s profit, for Smith will not 


"s loss. 


duy of Jones unless he not only expects 


make a profit from the trade, but 
actually make one. If Smith's 
roht does not materialize, neither will 


lones’s; and it may also follow that any 
effort to limit Jones’s profit will injure 


1 


and all other customers of Jones 

liscouraging him from continuing or 
xtending his activities. It is true that 
Jones has a monopoly of his product 
may use it temporarily to injure all 

ustomers, but his commercial life 
i short, though perhaps a merry 


ao 


one. For if direct competition be im- 
possible owing to the possession of a 
patent, for example, substitution will 
soon set in, and ultimately the monopo- 
list will hang himself. In the long run 
the only profitable use of monopoly is to 
obtain the economies of quantity pro- 
duction, and this can be achieved only by 
reducing the price to a minimum so as to 
make the unit profit small in order that 
sales and total profit may be large. This 
is the best way to obtain large and stable 
profits, and we are now beginning to see 
that where quantity production will re- 
duce costs, one or more large producers 
are better for all concerned than many 
small ones. 

Broadly speaking, it can be affirmed 
that in the long run a man’s profits are 
the measure of his economic service to 
the community. If his profits are great, 
so is his service and so are the aggregate 
profits of his customers; and the true 
aim of all efforts to regulate profits 
should be to make them more and not 
less, for the total profit is the evidence 
of the total benefit to the community. 
Competition as now carried on affords a 
rigorous test to any business which 
claims to be profitable, and it is for this 
reason that we cling to it so fiercely. 
Competition that is based on price ne- 
cessitates economies in costs if profits 
are to materialize, and such a situation 
puts a premium on good management. 

But the opposite method is now ap- 
plied in regulating the profits of public 
utilities. It is the companies making 
the most profit that give the regulators 
most concern, while it should be those 
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that make the least. It is assumed by 
utility commissions that where monop- 
oly exists competition can not control 
price, but it is my sincere belief that this 
assumption is unwarranted and that the 
markets for utility services are now 
truly competitive. If this is true, the 
procedure might be reversed with bene- 
ficial results. 

This is the nub of the whole question, 
and it is here that I part company from 
most, if not from all, writers upon this 
subject. I do so with great regret, be- 
cause no man willingly seeks loneliness, 
but one can not support a system which 
he believes to be both false and danger- 
ous to the public interest. The truth 
will prevail and honest differences of 
opinion vigorously hammered down 
make a good pavement for the road by 
which truth is reached. 


Substitution as a Competitive Force 

I have already referred to the great 
changes in our business life during the 
last forty years which seem to me to 
have transformed the conditions under 
which the public utilities operate from 
conditions of partial monopoly to condi- 
tions akin to competition. 

These changes have been upon the de- 
mand, or market, side and they are due 
to the great increase in the opportunities 
for substitution, a universal phenome- 
non from which the public utilities can 
not escape. Except in the case of water 
supply, substitution is the force which 
now determines the optimum quantities 
and prices for almost all public utility 
services. Fortunately, this is not an 
assertion which must be accepted on 
faith, like a dogma of religion, for it 
can be subjected to an acid test, namely, 
are these markets elastic—that is, do 
they respond readily to changes in price? 
When the price goes up, does the quan- 
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tity consumed fall, and vice versa? |p 
markets like those for gas or electricity, 
for example, where direct competition js 
dificult or impossible, if experiment 
shows that the demand is elastic, this 
proves that competition by substitution 
is at work. For if, when price is jp. 
creased, the quantity sold either falls 
or fails to increase at the rate shown in 
the past, this must be due to the use of 
substitutes. Some of the buyers, or of 
the potential buyers, have satisfied their 
demand in some other way. Conversely, 
if a cut in price results in an increased 
rate of demand, again we know that sub- 
stitution has taken place; some of the 
buyers have substituted gas or electricity 
for something which formerly supplied 
their demand or met their want. If, 
therefore, experience proves that the 
market for public utility services is an 
elastic market, we know that it is a com- 
petitive market and we know that the 
methods which we have found most sue- 
cessful in determining prices in competi- 
tive markets are likely to be effective in 
these markets. 

No one familiar with the facts will 
deny that over almost the whole field of 
public utility supply, with the exception 
of water, the demand is elastic, and 
therefore these are competitive mar- 
kets to which the competitive method of 
price determination can be applied with 
success. I admit that competitive prices 
can not be found where competition does 
not exist and that there may be areas in 
the field of public utility service which 
are non-competitive. When, as, and if 
this condition exists, the competitiv’ 
method must be used with caution; but ! 
submit that these areas are small, ar 
growing smaller either absolutely or 
relatively, and that even in these, com- 
petition is never wholly absent. To put 
the same proposition in another form, | 
have been unable to discover any area in 
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feld of public utility service where 


1? In 

ot, emand is rigid, that is, in which quan- 

tion is +y was unaffected by either an increase 

riment -a decrease in price. This, I repeat, is 

c, this ‘'d test. When a movement of 

‘tution orice in either direction is followed by a 
eS nge in the quantity bought, substitu- 
falls ‘ion has taken place and competition is 

wn i if work. 

use of The clear-headed thinker will not be 


or of misled by the time lag which character- 


yes the public utility field as distin- 
ed from many others. This lag is 
reased nherent in the nature of the business 
nd is due to the necessity for the in- 


erse| guls 


at su 
f th vestment of fixed capital by both the 
tricity buyer and the seller of public utility 
pplied service, an investment which is not re- 
If juired in other markets. A cut in the 
t th retail price of shoes will be followed by 
is an n immediate increase in the quantity 
1 con ld, if such an increase is ever to occur, 
at tl vhile a cut in the price of electric power 
st suc for use in domestic cooking, heating and 
mpeti- refrigeration will not produce its full 
‘ive i effect for one or more years after it has 
made. The reason is obvious. The 
5 will feet on which the shoes are to be worn 
eld of re already in the possession of the buy- 
ptio s, while in many cases the stoves and 
and refrigerators in which the new quantities 
ma f electricity are to be consumed are in 


od of the possession of the manufacturers, or 


1 wit ve not even been manufactured. 

prices [f these considerations are borne in 
1 does I think it will be found that the 
es it non-competitive areas in the public util- 
whicl ty field are so small that they can not 
ind if tely be given controlling weight in de- 
titiy termining how the best prices for public 
but | itility services shall be found. Take the 
lat held of electrical supply as an example. 
le it is commonly asserted that the market 
com- ‘or domestic lighting is a monopoly and 
‘o put that it is not only possible but usual for 
rm, | tne electric power companies to extort 
rea it ‘rom the customers a monopoly price 
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for it. But the evidence in support of 
this assertion is far from convincing, in 
fact, such information as I have been 
able to lay my hands upon indicates that 
this market is just as elastic as other 
parts of the domestic field which are 
demonstrably competitive. The market 
for domestic lighting has attracted pop- 
ular interest and the attention of regu- 
lating commissions because the number 
of the lighting customers is very large 
and they are very vociferous, but the 
total amount of electric energy 
sumed by them is not large so that, even 
if the assertion above referred to were 
true, it would not be very important. 
The exact size of the area occupied by 
domestic lighting in proportion to the 
whole can not be accurately determined, 
but it is certainly less than 20% of all 
the present uses of electric power, and, 
as to the remaining 80%, the business 
is clearly competitive. In the other fields 
of public utility supply I have been un- 
able to discover any, with the exception 
where competition by substi- 


con- 


of water, 
tution is not at work. 


Changes in Procedure Recommended 


If, then, the markets for public utility 
are predominantly competitive 
markets, what 
regulating 


services 
and not 
changes in the procedure of 
commissions should be adopted in order 
to give competition free play in de- 
termining prices? Owing to the fact 
that there is monopoly of supply in these 
markets and that competition does not 
work directly, it would be unwise to 
abandon state regulation entirely. Per- 
haps in the long run competition by = 
stitution might achieve the desired re- 
sult—namely, the greatest service to “es 
public at the best prices—but it seems to 
me entirely clear, as I shall try to show, 
that state regulation skilfully applied 


monopoly 
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will reach this goal more certainly and 
more rapidly than laissez-faire. 

The procedure here suggested is sep- 
arated like the poles from the methods 
now inuse. These aim to determine the 
cost of the whole volume of service. 
When it comes to determining the price 
of any particular service, cost alloca- 
tions are resorted to, which, even if it 
were possible to allocate the cost of a 
joint product, would be based upon the 
false premise that cost instead of value 
should determine price. Regulation as 
at present administered aims to keep the 
total profits of the utilities down; and in 
the domestic service areas where the 
regulation of specific rates has been most 
common, it has resulted, I think, in keep- 
ing prices up. Such methods seem to me 
unsound and detrimental to the custom- 
ers’ interest, and the problem is what to 
do about it. 

Bearing in mind what has been sug- 
gested as to the significance of profits— 
namely, that profit is the measure of 
benefit to the community and that when 
governments regulate business they 
should aim to increase aggregate profits 
—I offer the following suggestion as to 
the manner in which a regulating com- 
mission should proceed. 

Starting with the proposition that the 
“just and reasonable” prices which the 
law requires are the competitive prices, 
and that the objective of public utility 
price regulation should be to find the 
prices which would obtain under a sys- 
tem of free competition where both 
buyer and seller were free agents, I sug- 
gest that in order to find such prices for 
the various services of a public utility, 
the regulating commission should have 
before it the records of the company, 
for the past years, showing, (1) the 
money received from the customers 
under each rate schedule, including the 
prices charged in each classification and 
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the quantities sold—these facts are not 
now available to the commission and 
often not even to the officers of the com. 
pany itself; (2) the money paid out to 
produce and deliver the total quantities, 
including as part of this the money paid 
out for so-called fixed charges. These 
should include, besides taxes, sums set 
aside for depreciation, interest on bor- 
rowed money, and dividends paid to 
stockholders, and it is important to 
understand clearly the exact nature of 
these charges, because there is much 
confused thinking about them. 

To operate a company successfully, 
the management must annually draw up 
plans, or budgets, which in the case of 
public utilities must be extended far into 
the future. Unlike the retailer, a new 
investment in land, buildings, and ma- 
chinery of roughly $4 for each dollar of 
new income is required by utility com- 
panies, though this new investment is 
not, of course, spread uniformly over 
each year. All the items in these budg- 
ets, except the fixed charges, are now 
controlled by the laws of supply and de- 
mand; in other words, competition is 
working freely except in regard to 
money. But the fact of monopoly pre- 
vents a free flow of capital into the in- 
dustry when profits are high, such as 
would occur in competitive trades, and 
short-sighted, incompetent, or indolent 
managers are thus enabled to delay, or 
even to prevent, the expansion of the 
business so as to provide the maximum 
service to the community. This is done 
by keeping prices above the competitive 
point, because such men are apt to strive 
for a maximum rate of profit instead of 
a maximum aggregate profit, and regu: 
lation as now administered is not well 
equipped to force their hands. 

Someone may object that through the 
intervention of holding companies the 
expenses of the operating companies are 


nae, wmaerenrcrgareanrmnr cg. egeeuue ea=aceo 


> not 
and 
com- 
ut to 
ities, 
paid 
“hese 
$ set 
bor- 
d to 
it to 
re of 
much 


fully, 
W up 
se of 
- into 
new 
| ma- 
ar of 
com- 
nt Is 
over 
budg- 
now 
id de- 
on is 
d to 
r pre- 
1€ In- 
ch as 
, and 
lolent 
LV, or 
f the 
imum 
done 
titive 
strive 
ad of 
regu: 
i well 


rh the 
s the 
es are 





PUBLIC UTILITY RATE REGULATION 417 


now kept above the competitive level; in 
other words, that these holding com- 
panies derive part of their profits from 
excessive charges to the operating ex- 
penses of their subsidiaries. Without 
expressing an opinion as to the extent of 
these alleged abuses, it is clear that, if 
the budget method of regulation herein 
suggested were put into effect, such prac- 
tices would disappear because there 
would be no motive for them. They 
originate now from the desire to avoid 
regulation of profits by the commissions. 
But if price instead of profit were regu- 
lated by the budget method, the holding 
companies would be as keen as the com- 
missions to enforce the most rigid econ- 
omy in all expenditure, for on this their 
profits would depend. 

In order to perform its functions 
properly, the commission must have be- 
fore it an itemized budget for each year, 
showing not only how the money to meet 
current operating expenses is provided, 
but the expenses for depreciation, inter- 
est and dividends. The cost of capital is 
the critical item in the budget and must 
be put in at the competitive price for 
each increment of new capital, if the 
profit shown in the budget is to approxi- 
mate the competitive profit, which is the 
purpose for which the budget should be 
made up. 

In order that the commission may 
have all these facts clearly in view, the 
information furnished by the company 
should include all money actually paid 
out in each year and must also show how 
the company plans to obtain the money 
needed to meet obligations for post- 
poned payments (bonds and stocks) as 
well as the actual cash used to pay for 
the privilege of postponement. If these 
records are complete they will show the 
actual profits of the company in each of 
the past years. 

The commission should then inquire 


as to the plans of the company for the 
future in order to make sure that the 
competitive principle is being skilfully 
applied. These plans must have been 
at least partly formulated in order to de- 
termine what fixed property to buy and 
where to put it, but it is not improbable 
that the commission will find these plans 
incomplete and the companies reluctant 
to formulate or to divulge them. Such 
policies of secrecy in management should 
not be encouraged, because they are only 
survivals of old notions derived from 
competitive trade which have no place 
in these quasi-public services. Nothing 
need be concealed from competitors, be- 
cause there are no direct competitors, 
and clearly defined plans for many years 
in the future are essential to the wise 
expansion of the business. The commis- 
sion should know these plans and take 
part in formulating them. 


As the principal duty of the commis- 
sion is the regulation of prices, it will be 
keenly interested to know what changes 
of rates the company is planning. The 
past records will show the quantities 
sold each year under each rate classifica- 
tion, and from them the increase of 
quantities at these rates in the future can 
be estimated. But as the company pre- 
sumably desires to make more proft if 
this is possible by changing its rates, the 
commission has a right to ask the com- 
pany to present estimates for future 
years showing: (1) the quantities and 
profits expected if the present rates are 
continued, and (2) those expected if the 
rates be changed. If different rates 
would produce larger quantities and a 
larger aggregate profit, it is the com- 
pany’s duty to change the rates; and this 
is equally in the interest of the custo- 
mers, because the new profit must be the 
result of new service from which the 
buyer, as well as the company, will make 
a new profit. 
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The problem of possible rate changes 
is most complex. There are often many 
schedules, no one of which can be 
changed without affecting some, and 
possibly all, others because the whole 
rate structure is a unit; and the question 
of what changes in quantities will follow 
a change in price can never receive a 
final answer. Light upon it can, how- 
ever, be obtained from the experience of 
other companies showing the quantities 
which have actually been bought at dif- 
ferent prices. This is the way in which 
rate comparisons can be made useful. 
The prices in different localities should 
rarely be identical, because the condi- 
tions of the markets differ, but much 
valuable information as to the probable 
effect of price changes on quantities can 
in this way be obtained. With this in- 
formation in hand the company can pro- 
ceed to experiment intelligently with 
rate changes in its own field. 

Lest any one should suppose that I 
have overlooked the possibility that the 
new rates from which the company ex- 
pects to obtain the new profit might be 
higher than the old ones and therefore 
less profitable to the buyer, I must point 
out that in order to obtain the maximum 
service to the whole community it is 
necessary to charge each class of cus- 
tomers as nearly as possible what the 
service is worth to that class. This is 
what is called “‘charging what the traffic 
will bear’’, which stinks in the nostrils of 
many good men; but when the business 
is competitive, that is, when the buyer is 
not forced to buy if the price does not 
suit him, this is the only way in which 
the maximum of service to all customers 
can be obtained. If the price to one 
class of buyers is substantially less than 
they are willing to pay, the profit thereby 
lost will prevent the company from serv- 
ing customers in some other class who 
are not willing to pay the lowest price 


which can then be made without ap 
actual loss. It is important, however, to 
bear in mind that charging “what the 
traffic will bear” does not mean charging 
“all the trafhc will bear.” This distinc. 
tion is not hair splitting; it is vital, for 
it does not follow that, because a certain 
volume of business is obtainable at a cer. 
tain price, a lower price would not pro. 
duce a larger volume and a larger aggre. 
gate though a smaller unit profit. Ex 
hypothesi the latter price is the best for 
all concerned. 

In making prices to many classes of 
customers the aim of the company and 
of the commission alike must be maxi- 
mum volume and maximum aggregate 
profit. If in any class an increase of 
price is not followed by a reduction in 
quantity, this proves that the old price 
was too low, because the customers con- 
tinued to buy the same amount after the 
price was increased. A decrease in the 
quantity, on the other hand, shows that 
substitution has begun and the problem 
of the rate-maker is, therefore, to deter- 
mine from examination of the total 
profit whether the decrease in quantity 
was so great as to reduce the profit. If 
so, the rate is too high to be profitable. 

Obviously, if this method is patiently 
and skilfully applied, the result will be 
the best prices for the buyers considered 
as a whole. But the rate-maker must 
beware of cost allocations which attri- 
bute certain expenses and certain rates 
of profit to certain customer groups. 
With such things he has nothing to do. 
His objective is maximum aggregate 
profit, and, even if he could ascertain the 
per cent. of profit derived from each 
group, it would not interest him. Price 
should be determined by the value to the 
customer, for only in this way can the 
maximum volume of service be sold. 
The cost interests the producer only 
when the actual out-of-pocket expenses 
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exceed the price, and of this he will be 
atihed at once, if he is watching his 
al profit, because the profit will fall. 
No one need suppose that this method 
‘ price regulation will provide the regu- 
lator with an easy life; far from it. To 
jetermine the value to the customer re- 
quires great imagination, great patience, 
nd great skill, but he will be helped by 
observing that the complaint of the man 
who has bought the goods that the price 
s excessive, is merely a bluff. Notwith- 
standing the fact that the petitioners in 
most rate cases are in this class, it is not 
really they who should be heard, but 
se who have not bought. The man 
who has bought the goods has thereby 
proved that the price was reasonable, 
and it is the man who has not bought, 
but who is using some substitute because 
s more profitable to him, who should 
ferreted out. And this principle ap- 
plies also to existing customers, for if 
their demand is very elastic, as it is in all 
e domestic services except lighting, a 
price reduction may increase their con- 
sumption so much that even at a much 
lower price the profit will be greater. 
[here is reason to believe, as above 
uggested, that in many of the domestic 
services the prices commonly charged in 
he United States are so high as seri- 
ously to limit the possible quantities and 
profits in this field. This is an area of 
maximum elasticity where high prices 
limit the quantity bought, and the meth- 
ods of cost allocation used by the com- 
panies in the past and acquiesced in by 
the commissions indicate that costs are 
high and result in high prices. Cost 
illocations are bound to produce this 
result, for they are based upon past costs 
and past quantities which, in an industry 
where quantity production means lower 
costs and where the market is elastic, 
are bound to err upon the high side, 
whereas the low side is the safer. They 


suffer from an incurable disease, namely, 
the attempt to divide the indivisible. In 
all public utilities the income and the 
expenses are joint, and any attempt to 
allocate costs or profits will lead to 
error. When a change is made in one 
price schedule, its effect upon all the 
others must be observed and also its 
effect upon the costs and profits. Unless 
this is done, no sound conclusion about 
prices can be reached. For example, 
suppose a reduction is made in a power 
schedule which results in a great volume 
of new business at a high load factor. 
This may reduce the cost of the total 
output so much that, although by the 
allocation method the new business will 
show a staggering loss, the result of 
taking it on will be a large increase in 
profit from other schedules and, there- 
fore, in the total profit. To allocate the 
costs of a utility is as futile and as 
dangerous as it would be for a butcher 
to allocate the costs of the different 
pieces into which he cuts the carcass of 
a cow, and in proportion as the utility is 
greater than the cow, so will be the 
damage from the attempt. 

This discussion of costs and prices is 
not a digression, because these are the 
principles which must guide the regulat- 
ing commission in its search for the best 
prices. No harm will be done if the 
commission looks with a single eye to 
the interest of customers, provided all 
customers, both actual and potential, are 
considered and not one group alone. 
The attention of the commission should 
be directed to the future plans of the 
companies, which should be put before 
it in the form of a series of annual 
budgets as above described. Such plan- 
ning for a public utility, however, is a 
very different problem from the plan- 
ning of a retail merchant. It is now 
recognized as sound practice for all busi- 
ness men to use the budget method; that 
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is, to plan their business operations at 
least a year in advance. But there is no 
denying that in competitive trades such 
planning is difficult and that the best laid 
plans ‘‘gang aft agley.”” This is because 
the business is subject both to direct com- 
petition and to competition by substitu- 
tion, and the plans of any one competi- 
tor may be wholly disrupted by the 
action of a competitor over whom he has 
no control. These plans can not, there- 
fore, be carried far into the future be- 
cause the future can not be known, but 
plans or budgets for a single year serve 
the main purpose because the capital 
invested is largely in liquid form and 
frequent changes of policy need not re- 
sult in seriously crippling the business. 
The retailer can be an opportunist, tak- 
ing relatively short views, and such are 
likely to be most successful. Planning 
for many years in advance would be a 
folly. 

In the management of a public utility, 
however, such a policy would be fatal. 
Its capital is mainly invested in fixed 
property which will be used for a long 
period of time—sometimes twenty years 
—and any system of planning which dis- 
regards this fact will prove disastrous. 
But unlike the man in competitive trade, 
the manager of a public utility can make 
such plans and carry them out, because 
he is master of his fate. No direct 
competitor is likely to intervene to upset 
his plans, provided these have been 
wisely made on a far-sighted basis. If 
he plans for twenty years in the future 
and does it well, he is more likely to be 
able to carry his plan to completion than 
the retailer who plans for a single year. 
And his prospect of success will be 
greatly increased if his plans are made 
in consultation with, and with the ap- 
proval of, the regulating commission, 
which represents the interests of the 
whole community and is in a position to 


help him if conditions change and if he 
is confronted with the unexpected, 
Nothing could be more short-sighted 
than to keep the commission in the dark 
for fear of letting out the secrets of the 
trade, a procedure which is now all too 
common. In these trades there should 
be no secrets. No harm but much good 
will come from consulting the regulat. 
ing commission about every important 
decision. 

Such a system of regulation is open 
to the obvious objection that rates made 
in this way may become frozen so that 
they will not be modified as they ought 
to be to meet changing conditions. But 
there is no reason why this should 
happen if those who make the plans have 
their objective clearly before them. 
The objective is maximum volume and 
total profit, and if, as time goes on, this 
can be better achieved by changes of 
plan, such changes can be made. The 
danger of frozen rates, in fact, is less 
than under the present system where 
prices are determined by cost allocations 
and where the plans of the company are 
not fully known to the commission; for 
under the present system, managers are 
tempted to stick to their old plans in 
order that property, which is really ob- 
solete but has not been written off the 
books, may be disposed of. 

At this point the question may be 
asked: ‘‘What is the duty of the com- 
mission in case the past operations of 
a company have resulted in a total 
profit which is ‘exorbitant’ or, in other 
words, is more than the normal compe- 
titive profits?” My answer is that the 
condition assumed is impossible and that 
the assumption is based upon a miscon- 
ception of what is really going on. 
There is no such thing as a normal profit 
in competitive business. By taking the 
total profits of many companies engaged 
in similar business and figuring the per 
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-ent. earned on the amount of capital 
assumed to be invested, an average 
profit can perhaps be arrived at, but this 
's a purely fictitious figure. In the first 
place, no two corporations, or business 
units, do an exactly similar business; in 
the second place, the invested capital 
can not be accurately determined, for, as 
in the case of valuation in the public 
utility field, the experts will never agree; 
and in the third place, the average profit 
is arrived at by averaging figures which 
vary so widely that the average has no 
meaning. To average profits of dis- 
similar concerns varying all the way 
from +20% to —20% is hardly more 
sensible than to average a cat and a dog 

nd call the result a bandersnatch. The 
ad ved average is a pure myth, and, in 
fact, it is never used by business men, but 
only by politicians or by academic per- 
sons. In competitive business no effort 
is made by the public to regulate profit, 
ind men take the sane and helpful view 
which is advocated in this paper, that 
the man who makes the most profit is 
the best servant of his fellows. It is 
not for nothing that Henry Ford is a 
popular hero. 

lhe reason that we are willing to let 
a man make all he can in competitive 
business is because we assume that if 
profits are excessive capital will flow in 
and reduce the profits to a normal figure. 
This is what has often happened in the 
past, but not always, and it will be less 
ommon in the future. Where there is a 
great market so that large units of pro- 
duction are advantageous, a pioneer in 
the feld who has established a large 
unit of production and has fully occupied 
the field, has all potential competitors 
on the hip. It is impossible for any- 
one to enter the field with a new unit big 
enough to compete successfully, because 
there is not enough business lying 
‘round loose to make the new unit pay, 


and therefore so long as he continues to 
occupy the field no new capital will flow 
into it. But we do not object to this and 
the reason is interesting. In order to 
reach his position of supremacy and hold 
it, the pioneer must have pursued the 
policy above advocated of maximum 
aggregate profit via minimum unit 
profit. If he had used his position to ob- 
tain a high price he would have been 
unable to occupy the whole field; there 
would have been enough potential busi- 
ness lying around loose to feed a com- 
petitor, and his position could, and 
would, have been successfully assailed. 

The control of profit by the law of 
supply and demand as applied to money, 
which is the method relied upon where 
direct competition is possible, now works 
only one way in the public utility field. 
If the profit is so low that capital is not 
attracted either as a result of competi- 
tion, as in the street-railway business, or 
as a result of state regulation of profit, 
as at present administered, the industry 
will stagnate but it will not die, because 
the capital is fixed and can not be re- 
moved. But if profits are high, there is 
no way in which under present condi- 
tions the competition of capital can be- 
come effective. Direct competition can 
not enter, and the only evidence of the 
desire of new capital to force its way in 
is seen in the rising market value of the 
stock. This is of no service to the con- 
sumers, because this new capital is not 
invested in the service but in the stock 
market. There is now no exit from this 
dilemma except by profit regulation, the 
dangers of which I have tried to suggest. 
But if the budget method of regulation 
above outlined were adopted, competi- 
tion of capital would act in the utility 
field as it does in all others, for these 
budgets would be figured so as to pro- 
duce the maximum volume of profitable 
business, exactly as in the case of the 
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large competitive units like the Ford 
Nlotor Company above described. 
Prices would be fixed at the point which 
would move the largest volume of serv- 
ces at the greatest total profit, and in 
stimating the expenses in order to de- 
termine whether a new profit would re- 
ult from a change of price, all expenses 
would be kept at a minimum, including 
the cost of capital needed to expand the 
business. In other words, all new in- 
crements of capital would go into the 
budgets at the market, or competitive, 
price, and new capital would flow into 
the business until the rate of profit was 
reduced to the point where new capital 
ould not be obtained. 

This policy is the one which should 
be voluntarily pursued by the utility 
companies themselves, because in the 
long run it will best serve their own 
interests, and government regulation 
would seem under such circumstances to 
be unnecessary, because enlightened self- 
interest should be sufficient. But expe- 
rience indicates that this inference is not 
true. Many men are blind to their own 
best interest and to the interest of those 
they They are prone to take 
short-sighted courses and the best de- 
velopment of the public utility field is 
unlikely to be achieved until it is forced 
upon the companies by public authority. 
Some managers, for example, will try to 
charge all that the trafic will bear, al- 
though it is a short-sighted policy which 
will leave the field open for competition 
by substitutes and ultimately limit the 
aggregate profit. Such a policy is con- 
trary not only to the welfare of the com- 
pany but also to the public interest and 
should be resisted. 

It will be noted that in the foregoing 
the cost, or value, of the company’s 
property devoted to the public service 
has not been mentioned, and, so far as 


price regulation by a commission is con- 


serve. 
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cerned, there is no reason why it should 
be. The price that will earn the may. 
imum aggregate profit in the future js 
not determined by what has been paid 
in the past, when the buyer is a free 
agent. He neither knows nor cares 
what the goods cost the seller; he knows 
only what they are worth to him. The 
cost of a cotton mill has no influence on 
the price of sheets. And this is equally 
true in the public utility field, because 
this field also is truly competitive. For 
example, the fact that a street railway 
cost $100,000,000 to build in no wa, 
affects what the car riders will pay. 
When the price approaches 10 cents, 
substitution sets in; the volume of traf 
falls and so do the profits. Many an 
investor in these securities knows to his 
sorrow that cost does not determine 
price. In practically the whole utility 
field the buyer is now a free agent, and 
no harm would result if this were as- 
sumed to be absolutely true and if the 
competitive method of price determina- 
tion were applied. There are small 
areas like the field of domestic lighting 
(covering perhaps 20% of the quantity 
sold) where the market will prove to be 
comparatively rigid; quantity will not 
vary greatly in response to _ price 
changes; in other words, substitution 
does not work freely. Here the com- 
petitive method must be applied with 
prudence, because where competition 
does not exist the method does not work. 
But these areas are small and can be 
identified easily. 

To sum up, the ideal is to have large 
producers with long views which will 
lead them to seek maximum total and 
minimum unit profit; in short, managers 
who manage according to modern in- 
stead of medieval methods. To en- 
courage such men and to eliminate the 
unfit, regulation of a highly intelligent 
character will be required. 
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CONFLICT IN LEGISLATION RESPECTING 
RAILROAD RATES I 


By KENNETH F. BURGESS 


the regulation of railroad rates dis- 
closes two conflicting tendencies. 

The first is embodied in the Transporta- 
tion Act, 1920, which was a mandate to 
the Interstate Commerce Commission to 
establish such general rate levels as 
would assure adequacy of railroad trans- 
portation by privately operated corpo- 
rations. The second is reflected in the 
joint resolution of Congress, approved 
five years later, popularly known as the 
Hoch-Smith Resolution, which, during 
the past four years, has played a major 
role in railroad regulation. This Reso- 
lution was recently described by one of 
the members of the Interstate Com- 
merce Commission as being designed to 
make the railroads the “shock absorber 
and balance wheel for the entire eco- 
nomic life of the country.”” Whether the 
Transportation Act, 1920, has actually 
been modified by the Joint Resolution 
must depend upon the interpretation to 
be given to both of these legislative acts. 
Both the Transportation Act, 1920, 
and the Joint Resolution, were direc- 
tions to the administrative body through 
which Congress regulates the railroads, 
that is, the Interstate Commerce Com- 
mission. In its administration, the Com- 
mission has been required to interpret 
both of these acts of Congress and such 
interpretations become of prime impor- 
tance in determining possible conflicts 
between the two pieces of legislation. 
Railroad rate-making is not an exact 
science and never can be. Its elements 
are too complex. For purposes of analy- 
sis certain standards which have been 


p OST-WAR legislation respecting 


suggested for gauging railroad rates may 
be described as: (1) The comparative 
standard; (2) the cost of service stand- 
ard; (3) the value of the service to the 
shipper standard; and (4) the economic, 
or depressed industry, standard. An un- 
derstanding of what the Commission 
has been doing in this post-war period 
of railroad regulation requires some 
understanding of the scope and applica- 
tion of these standards. 


The Comparative Standard 


Prior to the Transportation Act, 
1920, the administrative regulation of 
railroad rates had been based largely 
upon the comparative standard. Rates 
attacked as unreasonable or discrimina- 
tory were compared with other rates on 
the same or analogous commodities. 
Such bases of comparison were employed 
as the value of the commodity, the vol- 
ume of movement, ton-mile revenue, 
loading per car, relative operating con- 
ditions, liability for loss and damage, 
and the special services required. Gen- 
eral rate levels were determined only 
when carriers proposed general rate in- 
creases as they did in 1910, in 1914- 
1915, and again in 1917, for the avowed 
purpose of meeting increased costs of 
operation.’ In such instances the Com- 
mission suspended the tariffs, putting the 
burden of proof of justifying the rate 


1 Advances in Rates—Eastern Case, 20 I.C.C. 
243; Advances in Rates—Western Case, 20 I.C.C. 
307; The Five Perceat Case, 31 I.C.C. 351; 32 
I.C.C. 325; 1915 Western Advance Rate Case, 35 
I.C.C. 497; The Fifteen Percent Case, 45 1.C.C. 303. 
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increases upon the carriers, and in the 
end either approved the new rates or 
ordered them withdrawn. Aside from 
such proceedings, the measuring stick 
generally employed was the comparative 
one. Cost of the service to the carrier, 
and value of the service to the shipper 
were terms mentioned but not actually 
employed in measuring the reasonable- 
ness or discriminatory character of rail- 
road rates. 
Before the passage of the Transpor- 
tation Act, 1920, the standards which 
Congress had declared for the Commis- 
sion to apply in measuring freight rates 
were that they should be just, reasonable 
and not unjustly discriminatory, nor un- 
duly preferential as to persons, locali- 
ties and descriptions of trafic. In the 
Transportation Act, 1920, Congress 
added the further familiar provision 
that the Commission should initiate 
freight rates so that carriers in such 
rate groups as it might designate would 
receive a fair return on the aggregate 
value of the property of such carriers. 
The fair return was defined by Congress 
for the first two years thereafter as be- 
ing $12% of such aggregate value, to- 
gether with a sum not exceeding one-half 
of 1% for improvements, betterments 
and equipment, which the Commission 
was authorized to permit in its discre- 
tion. Thereafter the Commission was 
authorized itself to designate the fair 
return, which it has prescribed as §345 To 
on such aggregate value.? These provi- 
sions, as the Supreme Court has declared 
on numerous occasions, were a part of a 
comprehensive program whereby the 
railroads could be rehabilitated and a 
system of adequate transportation be as- 
sured in the public interest.“ None of 
these provisions was repealed in terms 
by the Joint Resolution, and the Com- 
mission has said that there is no reason 
for holding that they were repealed by 


implication.* The rate standard thys 
employed may be defined as the cost of 
service standard in the aggregate. Gen. 
eral rate levels were to be made so as to 
produce the fair return over and above 
the aggregate cost of service, that is, the 
operating expenses. Upon the establish- 
ment of such general rate levels, the 
rates on particular commodities or be- 
tween particular points continued to be 
measured as they were before,—by the 
comparative standard. 

The Hoch-Smith Resolution seem- 
ingly brings to the forefront other stand- 
ards, cost of the service in respect to 
individual rates, and the value of the 
service to the shipper, both as to aggre- 
gate and individual rates, as well as the 
so-called economic standard. 

The provisions of the Hoch-Smith 
Resolution may be summarized as fol- 
lows: 

(1) The “true policy” of rate mak- 
ing is announced. “‘It is hereby declared 
to be the true policy in rate making to 
be pursued by the Interstate Commerce 
Commission in adjusting freight rates, 
that conditions which at any given time 
prevail in our several industries should 
be considered in so far as it is legally 
possible to do so, to the end that com- 
modities may freely move.” 

(2) The Interstate Commerce Com- 
mission is directed to make a comprehen- 
sive investigation of freight rates in 
order to remove unreasonable, unjustly 
discriminatory, or preferential rates 
found to exist. 

(3) In making adjustments as a re- 
sult of the general investigation, the 
Commission is directed to take into con- 

* Reduced Rates 1922, 68 1.C.C. 676. 

’ Wisconsin Railroad Commission v. C. B. & Q. 
R.R. Co., 257 U. S. 563; New England Divisions 
Case, 261 U. S. 184; Dayton-Goose Creek Ry. ¥. 
United States, 263 U. S. 456. 


* Revenues in Western District, 113 LCC. 3, 
12. 
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sideration among other factors, “the 
general and comparative levels in mar- 
ket value of the various classes and 
kinds of commodities as indicated over a 
reasonable period of years to a natural 
and proper development of the country 
as a whole, and to the maintenance of an 
adequate system of transportation.” 

(4) The Commission is specifically 
directed ‘in view of the existing depres- 
sion in agriculture” to effect “with the 
least practicable delay such lawful 
changes in the rate structure of the coun- 
try as will promote the freedom of 
movement by common carriers of the 
products of agriculture affected by that 
depression, including livestock, at the 
lowest possible lawful rates compatible 
with the maintenance of adequate trans- 
portation service.” 

(5) Pending rate cases shall be de- 
cided in conformity with the Resolution. 
rhis provision was designed to make 
the Resolution immediately effective and 
to insure results prior to the completion 
of the investigation called for. 

The Interstate Commerce Commis- 
sion, created by Congress, had no alter- 
native but to undertake the administra- 
tion of the directions which Congress 
gave in the Joint Resolution, interpret- 
ing it as best it might. As yet the Joint 
Resolution has not been made the sub- 
ject of authoritative interpretation by 
the courts. 

In actual practice the Joint Resolution 
has played a major role in railroad reg- 
ulation during the four years since its 
passage and approval. Numerous inves- 
tigations of large bodies of rates have 
been inaugurated by the Commission 
covering many different commodities, 
and protracted hearings have been held 
throughout the country and more par- 
ticularly in the Western states, dealing 
largely with the rates on the products of 
agriculture. While comparatively few 


of these investigations have as yet been 
completed, the Joint Resolution has 
been given effect in numerous proceed- 
ings initiated on formal complaint, gen- 
erally with the result that freight rates 
have been reduced or that the proposals 
of the carriers to increase them have 
been disapproved. The reports in de- 
cided cases show quite conclusively that 
the Commission’s view of what Con- 
gress wished it to do has at all times 
been paramount in the regulative mind 
and that regulation has been shaped ac- 
cordingly. 

These results should flow from the 
Joint Resolution only if it does in fact 
create standards for determining rail- 
road rates or if it modifies previously 
declared standards. To understand the 
interpretation which is being given to 
the Joint Resolution it is desirable to 
ascertain at the outset the precise extent 
to which cost of service, value of the 
service, and the economic condition of 
industry have heretofore been employed 
as measuring sticks. 


The Cost-of-Service Standard 


So long as the test of railroad freight 
rates was that they should be just, rea- 
sonable and non-discriminatory, little ef- 
fort was made to measure them by a 
cost-of-service standard. This was be- 
cause of the interplay of two major 
forces, coupled with certain minor ones. 
The first of these was that the relation- 
ship of rates by comparative standards 
was uppermost in the regulative mind. 
Cost of the service was a factor only in 
so far as railroads from their entire 
operations made a fair margin of profit. 
In other words, assuming that a railroad 
corporation, not extravagantly operated 
or capitalized, produced earnings sufh- 
cient to pay bond interest and the usual 
dividends on its capital stock, the pri- 
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mary interest of each set of shippers was 
to ascertain by comparative standards 
that their freight rates were not out of 
line with those of other shippers on the 
same or other commodities. Only i 
the larger cases involving railroad reve- 
nues as a whole was serious consideration 
given to evidence bearing upon the finan- 
cial returns of operations.” 

The second major force was that no 
system of railroad accounting and cost 
analysis had been devised that could de- 
termine the cost of a particular trans- 
portation service. The operations of a 
railroad were too numerous and com- 
plex. The Fifth Amendment to the Fed- 
eral Constitution offered a theoretical 
protection to the railroad against being 
required to observe confiscatory rates, 
that is, rates which would not yield cost 
of service plus a fair margin of profit.® 
This protection was invoked at infre- 
quent intervals.* When a violation of 
this constitutional guaranty was alleged, 
the proceeding became enmeshed with 
grave difficulties and was protracted and 
involved. No recognized method even 
of ascertaining the total value of rail- 
road property was evolved, much less 
any method first, of dividing, between 
the passenger and freight functions, and 
second, of separating that part assigned 
to the freight service among the particu- 
lar commodities and territories. Only 
in the most flagrant instances would the 
courts intervene. 

The railroad not only carried on the 
business of transporting both passengers 
and freight, but also handled mail and 
express. Each of these different kinds 
of transportation included both intra- 
state and interstate operations. As to 


5 The Five Percent Case, 31 I.C.C. 3513 1075 
Western Advance Rate Case, 35 1.C.C. 497. 
® Northern Pacific Ry. Co. v. No. Dakota, 236 
U. S. 585; Norfolk & Western Ry. v. Conley, 236 
U. S. 605; Northern Pacific Ry. v. Dept. of Pub. 
Works, Washington, 268 U.S. 39; Banton v. Belt 
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the freight business, all sorts of differ. 
ent commodities were transported in the 
same train and sometimes in the same 
car. Arbitrary formule were employed 
on numerous occasions for the purpose 
of allocating the value of the property 
to the different sorts of service and also 
of assigning the various items of ex- 
pense. Only a relatively few items of 
expense were directly assignable to the 
different services, and even as to these 
there was no method of assigning them 
directly to the transportation of specific 
commodities. A large part of the total 
expense was common expense, such as 
the maintenance of way and structures, 
which were used in different degrees in 
all parts of the service. No recognized 
method existed of ascertaining what it 
cost to transport a particular commodity 
between particular points. 

Even the most casual study of the 
cases wherein railroad companies sought 
the protection of the Fifth Amendment 
demonstrates that the railroads could 
not long have been maintained as suc- 
cessful transportation agencies if they 
had been compelled to rely for protec- 
tion of their freight rate levels upon 
court decrees enjoining public authori- 
ties from requiring rates which definite 
and absolute proof would show were 
confiscatory. It was too easy for the 
courts to say that the carrier had not met 
the burden of proof which rested upon it 
of demonstrating by clear and convinc- 
ing evidence that the rates under attack 
failed to provide a fair return upon the 
value of property employed in the spe- 
cific service. Even the matter of delay 
alone in litigating such issues would have 
resulted in receiverships in the interim, 
Railway Corp., 268 U. S. 413. 

7 Smythe v. Ames, 169 U.S. 527; Minneapolis 
Etc., R.R. Co. v. Minnesota, 186 U.S. 257; Minne- 
sota Rate Cases, 230 U.S. 352; Missouri Rate Cases 


230 U.S. 474; see also cases cited in note Ann. Cas. 
1916-A, pp. 8-18. 
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- at least in a deterioration of the prop- 
through a failure to maintain it 


il 


ly while the litigation was in 


rrCSs. 


= / 


fhe Transportation Act, 1920, had 
hese facts as its background. It did not 
eek to make cost of the service as such 
e test of the propriety of freight rates. 
did provide that the Commission 
hould so adjust freight rates that the 
railroads within such rate groups as 
the Commission might designate, should, 
nder efficient and economical manage- 
and operation, produce a fair re- 

rn on the aggregate value of the rail- 
oad property. In so doing Congress 
| not deal with the individual railroad, 
presumably recognizing the practical 
liticulties, but merely provided a gen- 
eral standard for all railroads within 
groups. The distribution of the 

ight rates and passenger fares which 
would produce this fair return was still 
ft to the judgment of the Interstate 
Commerce Commission under the old 
sts of reasonableness and discrimina- 


ft 


tion. In other words, the comparative 


tandards of measurement were re- 


tained, in so far as the determination of 


‘ticular rates was concerned. 

It is beyond the scope of this article 
0 examine in any detail into the man- 

r in which the Commission applied 


the comparative standards. Value of 


commodity,” volume of movement,” 


ton-mile revenue,’ car-mile revenue!” 


Inaconda Copper Mining Co. v. Director Gen- 

> 1.C.C. 723, 731; Lignite Coal from North 
tkota, 126 I.C.C. 243, 247. 

Kurth Malting Co. v. Director General, 63 

C.C. 446, 447; Orford Soap Company v. B. & M. 


RAK. Go, 207 1.02. 338, 339. 


Wisconsin Steel Co. v. P. L. E. R.R. Co., 27 
C.C. 152, 162; Chestnut &@ Smith Corp. v. A. A. 


K.R, Co., 123 1.C.C. 707, 713. 


Merchants Manufacturers’ Ass’n v. A. C. L. 


K.R. Co., 22 L.C.C. 447, 469; Luten Bridge Com- 


y Vv. A. C.D. EE, Ge. 244 TC. bea, Ste. 
Duluth Log Rates, 29 1.C.C. 420, 422; Traffic 


relative loading per car,” relative oper- 
ating conditions,” liability for loss and 
damage,” and special services required,” 
were among the elements considered by 
the Commission both before and after 
the Transportation Act, 1920. Through 
such mediums the proper relationship of 
rates on different commodities was de- 
termined and also the rates on the same 
commodities in different sections of the 
territory through which the railroad op- 
erated. 

The Interstate Commerce Commis- 
sion had prescribed no formula or meth- 
od for ascertaining the costs of trans- 
porting particular commodities. In the 
1915 Western Advance Rate Case,” a 
member of the staff of the Railroad 
Commission of Wisconsin, at the re- 
quest of the Interstate Commerce Com- 
mission, had presented cost studies of 
rates on commodities there involved. 
After making numerous allocations of 
value and assignments of expenses and 
revenues, the method pursued was to 
prescribe varying rates of return on the 
value of the property employed, depend- 
ing upon the value of the commodity in 
dollars per ton. These percentages of 
return varied from 4% on commodities 
whose value was less than $2.00 per ton, 
to 25% on commodities whose value was 
above $205 per ton. The Commission 
described at some length the method 
thus employed," and said that the inclu- 
sion of the value of the commodity as a 


Ass'n. South Atlantic Ports v. A. @ R. R.R. Co., 139 
Li. 422, $0. 

18 Kindel v. NN. Y.,.N. H. BG H. BR. Coe. 216 
I.C.C. 555, 558; Consolidated Southwestern Cases, 
523 ICL. .303,. 2585 $99. 

14 Rock Springs Distilling Co. v. I. C. R.R. Co., 
29 I.C.C. 18, 23; Jackson Traffic Bureau v. B. & O. 
R.R. Co., 93 1.C.C. 342. 

15 Rath Packing Co. v. I. C. R.R. Co., 56 I.C.C. 
303, 305; American National Livestock Ass’n. v. 
A.T. &@ S. F. Ry. Co., 122 1.C.C. 609, 615. 

Wee LCC. 407, 

735 L.C.C. 497, 562-564, 649-654. 
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measure of the appropriate rate was in- 
tended to incorporate a reflex of the 
value of the service to the shipper as 
contrasted with the cost of the service 
to the carrier.” 

This method of making freight rates 
was not adopted or followed by the 
Commission. Since the approval of the 
Joint Resolution the only similar at- 
tempt made by the Commission to solve 
the problems incident to cost of the serv- 
ice, at least so far as the public has been 
apprized, is a method of determining 
so-called “yardstick costs” prepared by 
the Director of the Bureau of Statistics 
of the Commission. The basis of this 
study is to make allocations of value and 
assignments of expense and revenue, not 
dissimilar to those which have preceded 
it. Separation of terminal and line haul 
expense is also involved. The ultimate 
result is a figure intended to reflect the 
cost of transportation of an average 
commodity for the average length of 
haul, assuming an average empty haul of 
equipment and an average loading per 
car. It does not give specific considera- 
tion to value of the commodity trans- 
ported, nor of special services incident to 
its transportation. Mileage scales are 
submitted based on the same revenue per 
ton mile for different lengths of haul and 
also as incorporating different rates of 
return, the two bases submitted being 
fora 4% and 6% return on the value of 
the property. It has been asserted that 
this method, if given application in ac- 


"= Ibid., 563 


19 Mountain Ice Co. v. D., L. & W. R.R., 15 
I.C.C. 305, 316-319; Adriatic Mining Company Vv. 

& N. W. Ry. Co., 78 L.C.C. 611, 617-634; Cali- 
fornia Growers’ & Shippers’ Protective League V. 
Southern Pacific Co., 129 I.C.C. 25, 52; 132 I.C.C. 
582. 


o 2. 8. &.k., 2% 1.0. 
Connelsville, 


640; Coke 
a7 ICC. 


20 Boyleau TF. 
Producers’ Association v. 


125, 340; Republic Iron & Steel Company v. B. 
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tual practice, would result in reductions 
in the rates on wheat, increases in the 
rates on flour and other grain products, 
and increases in rates on livestock. In 
other words, it would indicate that the 
rates on some of the heavy loading com. 
modities more nearly approach cost of 
service, while the rates on some of the 
light loading commodities are much too 
low. Inasmuch as one feature of the 
study is to give a preponderant effect to 
the loading per car, such a method would 
reverse many of the present practices of 
the carriers. Rates on coarse grain 
(corn, rye and oats), wales become 
higher than the rates on wheat, whereas 
the reverse is now the case pre de- 
cisions of the Commission. This effect, 
according to the testimony of some of 
the spokesmen of the agricultural inter- 
ests, would be highly unsatisfactory to 
the farmer. 

In the past the Commission has satis- 
fied itself largely with criticizing cost 
studies submitted by the carriers, dis- 
approving particular methods of alloca- 
tion and assignment in much the same 
way that the courts have done when 
dealing with confiscation cases.” It has 
been asserted that costs do not deter- 
mine rates and are only to be considered 
in a general way.” In fact, the Com- 
mission has asserted that it deals with 
the element of cost of the service in rate 
making by allowance for density of traf- 
fic in the determination of reasonable 
rates.” 


& O. R.R. Co., 83 1.C.C. 429, 431. It was, however, 
asserted that in spite of the difficulties “the cost 
of the service is ascertainable with much more 
precision and capable of more tangible expression 
than the value of the service.” (22 I.C.C. 640, 652.) 
Both, said the Commission, must be considered “as 
well as other elements entering into a rate.” 


21 New England Divisions Case, 66 I.C.C. 196, 
199; Wichita Northwestern Ry. v. C., R. 1. @ P. Ry. 
Ce., $2 LEC.. ong, $26. 
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The Value-of-Service Standard 


Value of the service to the shipper as 
a standard of rate making is even less 
capable of measurement and definition 
than is cost of service. Just what this 
phrase originally contemplated or de- 
fned has never been accurately stated. 
In so far as it gauges higher rates on 
higher valued commodities, it has al- 
ways been applied as a measure. Grain 
rates are higher per hundred pounds 
than coal rates, and livestock rates are 
higher than those applicable to sand 
and gravel. In so far as the shipper re- 
ceives a greater quantum of service by 
reason of the unit transported having a 
higher value, this test has been con- 
sciously applied, by both the carriers 
and the rate-regulating bodies in the 
making of freight rates. 


On occasion the test has been rejected 
by the Interstate Commerce Commis- 
sion as a proper standard when inter- 
preted as equivalent to the phrase 
“what the traffic will bear.”” Inthe zg70 
Western Advance Rate Case, shipping 
interests of the West appeared in oppo- 
sition to the proposition that freight 
rates should be made in relation to such 
a standard, which had been advanced by 
the carriers. The principle, as described 
by the Commission, was “that the rates 
should not be so high as to prevent any 
of this trafic from moving, nor should 
it be a lower amount than the carrier 
can obtain and still permit the freest 
possible movement.’’** This principle 
was disapproved by the Commission 
which stated its reasons through Com- 
missioner Franklin K. Lane as follows: 


_ Rates being made upon this theory, the 
tunction of the traffic manager is that of a 
statesman; he determines zones of production 


#29. LCC. 307, 350. 


and consumption, the profits of the producers 
and the cost to the consumers; he makes his 
rates, if he so pleases, to offset and nullify the 
effect of import duties and determines the ex- 
tent and character of our foreign markets. 

To make rates for transportation based 
solely upon the ability of the shipper to pay 
those rates, is to make the charge for trans- 
portation depend upon the cost of production 
rather than upon the cost of carriage—to 
measure a public service by the economies prac- 
ticed by a private shipper. This necessarily 
gives to the carrier the right to measure the 
amount of profit which the shipper may make 
and fix its rate upon the traffic manager’s 
judgment as to what profit he will be per- 
mitted. This theory entitles the railroad to 
enter the books of every enterprise which it 
serves and to raise or lower rates without re- 
spect to its own earnings, but solely with re- 
spect to the earnings of those whose traffic 
it carries. This is not regulation of the rail- 
roads by the nation, but regulation of the in- 
dustries and commerce of the country by the 
railroads. 


In reporting House Joint Resolution 
No. 141, which ultimately was consoli- 
dated into the Hoch-Smith Resolution, 
the Committee on Interstate and For- 
eign Commerce of the House of Repre- 
sentatives advanced as an inducement 
the following: 


The present structure does not give proper 
weight to the question of what the traffic can 
fairly bear. The cost of the service to the 
carriers is not the only factor that must be 
considered, but the walue of the service to the 
shipper as well. 


Thus the framers of the Hoch-Smith 
Resolution had in contemplation a desire 
that the Commission should apply this 
sort of test and they felt that the freight 
rate structure of the United States at the 
time the Resolution was passed failed 
to reflect this standard to a sufficient ex- 
tent. The Resolution recited that ‘the 
true policy of rate making”’ should give 
consideration to the conditions existing 
in the several industries “‘to the end that 
commodities may freely move.” In its 
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“thorough investigation’ the Commis- 
sion was directed to give regard “to gen- 
eral and comparative levels in market 
value over a reasonable period of 
years”. This was for the purpose of 
ascertaining “‘a natural and proper de- 
velopment of the country as a whole, 
and to the maintenance of an adequate 
system of transportation”. 
Commissioner Aitchison, early in 
1928, said: “The Hoch-Smith Resolu- 
tion directed us to give, as I interpret it, 
a greater degree of weight to the ele- 
ment of ‘what the traffic will bear’, as 
the old railroad man used to call it, or as 
the economist used to call it, ‘the value 
of the service’. It meant the same 
thing.”’ Ten years before this the Com- 
mission had stated that “‘cost of trans- 
portation may be said to determine the 
minimum rate that may be charged, as, 
on the other hand, the value of the 
service to the shipper marks the maxi- 
mum of a reasonable rate or charge.’ 
As previously noted, the Commission 
from its earliest reports has stated that 
the value of the service is an element to 
be considered, although recognizing the 
dificulty of ascertaining it and the lack 
of precision of the phrase.“ It has al- 
ways, however, shied away from the 
phrase ‘“‘what the traffic will bear’’, and 
even as late as 1927, after the approval 
of the Joint Resolution, the Commission 
gave at least tacit disapproval to this 
element when advanced as a basis for 
increasing rates on cement. It said: 


The carriers also lay much stress upon the 
fact that cement is apparently moving freely 
under the existing rates. While, however, the 
circumstances that rates impede freedom of 
movement tend to show that they are unrea- 
sonable, as being in excess of the value of the 
service, it does not follow that rates which 


23 Bituminous Coal to C. F. A. Territory, 46 


LAC. 66, 384. 
4 22 I.C.C. 640, 652. 


HARVARD BUSINESS REVIEW 





permit freedom of movement are necessarily 
reasonable. If this were true “what the traf. 
fic will bear’’ would be the standard of rea- 
sonableness.” 


Since no definite meaning has ever 
been ascribed to either of these terms— 
“the value of the service” or “what the 
trafic will bear’—they are at best 
highly indefinite yardsticks. Probably 
they were merely convenient catch 
phrases employed to justify what ap- 
peals to the regulatory mind as being the 
desirable thing to do. They can not have 
any substantial basis for application ex- 
cept in so far as higher rates were made 
on higher valued commodities, or per- 
haps where restriction of freedom of 
movement is involved. Even as to the 
latter, many other considerations must 
intervene, such as the economic desira- 
bility of having commodities move long 
distances to compete at markets with 
similar commodities which have moved 
shorter distances. As already noted, the 
Commission has declined to accept proof 
of the freedom of movement of a com- 
modity on occasion as indicating the 
ability of the traffic to pay higher rates. 
In fact, in spite of an increase in volume 
of movement under existing rates, the 
Commission has referred to economic 
depression as justification for a reduc- 
tion in rates.” 

This is one of the points wherein the 
Joint Resolution is indefinite in what it 
requires. The Commission is probably 
right in its assumption that Congress 
had in mind that somehow ‘“‘value of the 
service to the shipper” should be a stand- 
ard in making freight rates and that the 
Commission had not been giving proper 
attention to it. The Commission had 
frequently employed the standard but 
had never defined it. Congress recog- 


25 Southern Cement Rates, 132 I.C.C. 427, 446. 
°6 California Growers’ @ Shippers’ Protective 
League v. Southern Pacific Co., 129 I,C,C, 25, 49, 5° 
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sized and likewise avoided that respon- 
ibility, leaving it presumably for defi- 
sition by the Commission and ultimately 
perhaps by the courts. 


The Depressed-Industry Standard 


Not only in respect to the products of 
agriculture, but in determining rates on 
other commodities is the Commission di- 
rected by the Joint Resolution to give 
attention to the conditions which at any 
given time prevail in our several indus- 
tries, to the market value of the prod- 
ucts, and to the development of the 
country. 

The Supreme Court had theretofore 
held that freight rates could not law- 
fully be based upon the advantages or 
disadvantages of particular industries 
or localities which had nothing to do 
with transportation matters.” The de- 
pressed condition of the lumber business 
was said to form no basis for reducing 
rates.” Even where the form of order 
was so couched as to indicate superfi- 
cially that its reasonableness had been 
determined under lawful standards, the 
court would examine the report and 
order of the Commission to ascertain 
the true basis of the latter. Finding that 
the order ‘‘was based upon the belief by 
the Commission that it had the right 
under the law to protect the lumber in- 
terests of the Willamette Valley from 
the consequences which it was deemed 
would arise from a change of the rate’, 
it was set aside.”. In the later case, the 


“" Interstate Commerce Commission v. Diffen- 
haugh, 222 U.S. 42. The opinion by Mr. Justice 
Holmes contained the graphic phrase: “The law 
does not attempt to equalize fortune, opportunities 
r abilities.” 

“Interstate Commerce Commission v. Union 
Pacific R.R., 222 U. S. 541, 553, $55. 
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court also declared that ‘the law does 
not attempt to equalize opportunities 
among localities.””” 

The Commission has taken the Joint 
Resolution as changing its powers and 
duties in this respect. The following 
quotation from the public address of one 
of the members of the Commission co- 
incides with the view expressed in re- 
ported decisions under the Joint Reso- 
lution: 


Commercial considerations of this charac- 
ter (such as value, risk, competitive articles, 
etc.) had always been taken into view by the 
Commission. However, when we were asked 
to establish rates on the ground that they would 
permit the applicant to increase his output, to 
extend his territory, to increase his profits, to 
strengthen his competition, to fortify his loca- 
tion, and similar matters, generally speaking, 
we said in one form or another that these 
were commercial conditions which we were 
not permitted to give weight in establishing 
just and reasonable rates under the law. We 
said that the law restricted us to transporta- 
tion conditions. Such was our unbroken line 
of decisions. 

The Hoch-Smith Resolution changed all 
this. It not only authorizes but it directs us 
to take into consideration commercial condi- 
tions. This in a word is what may be termed 
the revolutionary effect of that piece of legis- 
lation.” 


Editor’s Note: In Part II of this article, 
to be published in the October number of the 
Review, the Interstate Commerce Commis- 
sion’s interpretation of the Hoch-Smith Reso- 
lution is discussed. The author concludes that 
the practical application there given to the 
Resolution substitutes a different standard, for 
the determination of general rate levels, for 
the “fair return” prescribed in Section 15a of 
the Interstate Commerce Act. 


29 Southern Pacific Co. v. Interstate Commerce 
Commission, 219 U. S. 433, 449. 

3° United States v. Illinois Central R.R. Co., 263 
U. S. 514, $24. 

81 Address of Commissioner B. H. Meyer before 
the Traffic Club of Milwaukee, Wisconsin, January 
15, 1929. 


~- & 


og 


Fee ee 


hi 
om 
1% 


oa aN pap al 











COMPANY TRAINING FOR 
COLLEGE GRADUATES 


By JONATHAN T. LINCOLN 


ITH the purpose of making a 

preliminary study of industrial 

education with special reference 
to company training for college grad- 
uates, 430 letters were addressed to the 
personnel managers of representative 
industries in all sections of the country. 
The replies from 274 companies, each 
with an estimated worth of $1,000,000 
or more, have been tabulated and indi- 
cate the following result: 20 of these 
companies maintained comprehensive 
educational programs, providing train- 
ing courses open primarily to college 





1 The following are the companies maintaining 
comprehensive educational programs: American 
Rolling Mill Company, The Bell System, General 


Electric Company, General Motors Corporation, 
Goodyear Tire & Rubber Company, Guaranty 
Company of New York, International Harvester 


Company, Philadelphia Rapid Transit Company, 
Standard Oil Company of New Jersey, Swift & 
Company, Westinghouse Electric & Manufacturing 
Company, Commonwealth Edison Company, Aetna 
Life Insurance Company (in common with 54 other 
life insurance companies), American Steel & Wire 
Company, Atlantic Refining Company, International 
Business Machine Corporation, Montgomery Ward 
& Company, New York Edison Company, Western 
Electric Company (Bell System), Wyomissing In- 
dustries. 

“Outstanding among the companies offering 
formal courses to college graduates are the fol- 
lowing, the particular form of training being men- 
tioned in each case: Atchison, Topeka & Santa 
Fe Railroad, special apprentice course; Allis Chal- 
mers Manufacturing Company, graduate training 
course; Aluminum Company of America, appren- 
ticeship training for college graduates only; Amer- 
ican Steel & Wire Company, 2-year student ap- 
prentice course; Bethlehem Steel Company, proba- 
tionary observation circuit; Brown Brothers & Com- 
pany, student schedules; Deere & Company, 1-year 
course for graduates of agricultural schools; Dodge 
Manufacturing Company, 1-year special appren- 
tice course for engineering graduates; Henry L. 
Doherty Company, t-year graduate training; 


graduates but also to all employees de. 
siring a broader education than they had 
secured through their previous school. 
ing;' 104 other companies conducted 
more or less formal courses especially 
for college graduates ;? 115 others, rec- 
ognizing the necessity of “‘interneship” 
in business for such graduates, made 
special provisions for their training on 
the job through supervised work’; while 
the remaining 35 companies had given 
no thought to the problem. A number 
of the companies providing comprehen- 
sive programs or offering formal courses 





Equitable Trust Company of New York, “foat- 
ers’; Falk Corporation, special apprentice; Fred- 
erick & Nelson, “executive training course” 12 
weeks; Ingersoll Rand Company, for graduate en- 
gineers; R. H. Macy & Company, Inc., training 
squad 6 months; Mandell Brothers, college train 
ing course, 1 year; Nickel Plate Railroad, special 
apprentice course, 3 years; Philadelphia Rapid 
Transit Company, cadet engineering course; Public 
Service Corporation of New York, cadet training 
course to fit for any position in a Utility, 3 and 5 
years; Radio Corporation of America, limited to 
25 college graduates each year; Pennsylvania Rail- 
road, special apprentice course; W. R. Grace & 
Company, “definite but elastic” plan; International 
General Electric Company, training for foreign 
field; Brooklyn Edison Company, cadet engineering 
course. 

3 The following companies make excellent pro- 
vision for training on the job by carefully super 
vised work: Irving Trust Company; Armour Com 
pany; Babcock & Wilcox Company, 2-year cours 
sales engineering; Brown & Sharpe Manufactur- 
ing Company; Chase National Bank, rotation for 
men of outstanding ability; W. T. Grant Company, 
training on the job almost a formal system; H. 
J. Heinz Company, careful supervision in all de- 
partments; Illinois Stee! Company, 12 college grad- 
uates each year for mill training; The Lodge & 
Shipley Machine Tool Company, 2-year course in 
shop for sales work; McIntosh Seymour Corpora 
tion, individual training for college graduates; 
J. P. Morgan & Company, 1 to 2 years’ training for 
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maintained cooperative relations with 
universities and colleges.‘ 

The cases examined represented 51 
‘ndustries or occupations throughout the 
United States, the larger numbers being 
located in the North Atlantic States and 
the Mid-West. The industries showing 
the greatest interest in the subject were 
the following: Metal Trades, Electri- 
cal, Automobile, Banking, Retail Stores, 
Public Utilities, Life Insurance, Oil, 
Food Products, Building Trades, and 


Transportation. 
I 


In a recent pamphlet entitled ‘In- 
terneship in Accounting—Its Value as 
a Training for Administrative Posi- 
tions’ Mr. M. L. Frederick, Supervisor 
of Training for the General Electric 
Company says that the time is at hand 
for schools of business administration 
and professors of applied economics to 
point out to their students that the idea 
of business as a profession must be 
carried beyond the classrooms, and to 
emphasize the fact that the attainment 
of managerial positions requires a con- 
siderable period of interneship in actual 
business. ‘Until this idea of interneship 
takes hold of the college graduate,” he 
writes, “there will continue to be a 
tremendous amount of restlessness and 
changing of jobs in the first few years 
out of college, and the years which 
should constitute a tolerable training for 


staff appointment; Permutit Company, supervised 
work under the conference method; Pratt & Whit- 
ney, intensive training in works for sales positions; 
Sears Roebuck & Company, orientation course “on 
the job”; York Ice Machinery Company, factory 
course of 2 years for technical graduates. 

‘Allis Chalmers Manufacturing Company with 
Marquette University; Bethlehem Steel Company 
with Lehigh University; Cincinnati Milling Ma- 
chine Company with the University of Cincinnati; 
Colorado Fuel & Ice Company with University of 
Colorado; Edison Industries with Rutgers Uni- 


the future business executive will con- 
tinue to be to him a period of disappoint- 
ment.”” This idea of interneship, he 
points out, breaks down the hard and 
fast job classification of the efficiency 
expert, for jobs become training grounds 
and no one is employed for a specific 
position and allowed to remain there 
indefinitely. The large industries do not 
want men who will necessarily remain 
in the same line of activity in which they 
start. The industries want young men 
with initiative and ambition who are 
willing to undergo an interneship in 
routine work, who have patience to ac- 
quire a knowledge of the organization 
in which they find themselves and who 
have the ability to build upon this foun- 
dation and become successful business 
executives when judgment which can be 
acquired in no other way has been 
ripened in subordinate positions. Mr. 
Frederick concludes with the statement, 
“The popularizing of this idea of in- 
terneship by university faculties will 
assist the young man entering the busi- 
ness world to obtain a truer picture of 
conditions as they actually exist, and 
will place the feet of promising young 
men more directly upon the road to 
success.” 

The idea of interneship in business is 
not new to faculties of business adminis- 
tration. The better schools train 
students broadly in the principles under- 
lying business administration and leave 
specialized technique to be learned on 





versity; General Electric Company with Union 
College and Massachusetts Institute of Technology ; 
International Paper Company with University of 
Maine; Westinghouse Electric and Manufacturing 
Company with University of Pittsburgh; Pennsyl- 
vania Rubber Company with Penn State College; 
Meat Packers of Chicago with University of Chi- 
cago through the Institute of American Meat 
Packers; Pittsburgh Retail Stores with University 
of Pittsburgh through Research Bureau for Retail 
Training; numerous companies in Cincinnati with 
the University of Cincinnati. 
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the job. What is new and of great in- 
terest to the student of personnel ad- 
ministration is the extent to which the 
leaders of industry have themselves ap- 
preciated the necessity for interneship 
and the means they have provided to 
make the method effective. Usually 
these methods have arisen from a knowl- 
edge of the need; but frequently the plan 
has developed from quite a different 
origin, as in the case of the Goodyear 
‘Flying Squadron,” which presents one 
of the most complete plans of executive 
training to be found among the larger 
companies. P. W. Litchfield, President 
of the Goodyear Tire and Rubber Com- 
pany, announced the installation of the 
“Flying Squadron” on April 15, 1923, 
in the following statement: “It is the 
tendency of the times for most factories 
to develop among the workmen special- 
ists who are skilled in a single operation. 
This sometimes throws the factory out 
of balance, because there are too many 
on one operation and too few on an- 
other operation which is dependent upon 
the first, with no skilled hands available 
to balance the production.” 

With a view to overcoming this con- 
dition to some extent, a group of 50 men 
was selected from among the best work- 
men then on the various operations in 
the factory, to be trained not on one 
particular operation but upon all the 
principal operations; and when the mem- 
bers of the group should become pro- 
ficient in all the different operations 
they were to receive a certificate as 
“Master Rubber Worker.”’ In the be- 
ginning, then, the ‘Flying Squadron’”’ 
was simply a new plan for providing 
skilled men to balance production. Soon 
it became a selected group of workmen 
in line for promotion to higher positions 
in the company. It is now a training 
school for executives recruited from 
The training 


recent college graduates. 
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period is for a term of three years, and 
a majority of Squadron men are pro. 
moted before the end of the first year 
after graduation. In the three years, 
men are required to work on 23 major 
operations in the factory. A monthly 
report on some phase of this work is re- 
quired of each man, and throughout the 
course his progress is noted and rated, 
so that no member is lost sight of among 
the 18,000 workers in the factories. _ 
The Goodyear ‘Flying Squadron’ 
was an accidental development. The 
long standing policies of interneship 
formulated by the two great electric 
companies, the General Electric and 
Westinghouse, are of more deliberate 
origin. The ‘Test Course” of the Gen- 
eral Electric Company, known officially 
as The Student Engineers’ Training 
Course, is set up on the theory that while 
the broad technical background of the 
engineer is best found in engineering 
schools and colleges, together with gen- 
eral habits of mind and a wide famili- 
arity with the state of the art, there are 
special view-points which are needed to 
supplement this background, a special- 
ized knowledge of technique which is 
necessary to fit the college graduate for 
the demands of industry, and that this 
additional training can be best given 
while the student is actually working in 
the industry and assuming some of the 
responsibilities which later he must full) 
undertake. The course leads directly 
to assignments in all departments of the 
company and is not confined, therefore, 
to those whose interest lies only in elec- 
trical engineering. In addition to the 
branches of manufacture and adminis: 
tration, the research laboratory 's 
open to men who desire to enter research 
in physics, chemistry, or mechanics; and 
associated with it is the general eng: 
neering laboratory where new discov- 
eries are given practical application. 
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[he number of men admitted to this 
if dary se. varies from 200 to 
ally, depending on business con- 

ns; ‘they are given adequate train- 
to fit them for the line of work they 
fer to follow. The time required is 
one year to 1§ months, and the 
consists mainly of testing appa- 
nanufactured by the company. 
students make actual tests and learn 
plan and supervise the work of other 


( 


Upon completion of the Student 
Engineers’ Training Course, more spe- 
ed courses are open to its grad- 
uates, such as: the Sales Training 
Course, covering a period of three 
ths and designed to familiarize the 
lent with the standard lines built by 
company; the Advanced Course in 
l'ngineering, designed for men who de- 
o enter (a) investigation of elec- 
or mechanical problems in connec- 
tion with design and application of ap- 
ratus or (b) the invention of new de- 
vices; the Factory Training Course, 
limited to a number of selected grad- 
tes of the Student Engineers’ Train- 

: Course who desire ultimately to take 
i) work of an executive character in the 
nufacturing organization; and the 
Business Training Course, required for 
tudent engineers taking the Factory 
[raining Course and designed to give 
nem a general knowledge of business 
thods and problems. Classes in the 
Business Training Course are given in 
cover accounting, 


+ 
4 
] 
i 


evening and 
e, and business law. 
: oo , 
in extension of this work is to be 
id in the Union College Graduate 


Course leading to the degree of Master 
Science. ‘These classes meet one day 
week for two hours and a half on com- 


ny s time and the course covers two 
s. If the Master’s degree is granted, 
ompany refunds $80 of ‘the $100 
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tuition fee. A similar arrangement for 
advanced work is in effect between the 
West Lynn factory and the Massachu- 
setts Institute of Technology. This 
course is conducted at the works. It is 
interesting to note that 67.4% of the 
men entering as student engineers re- 
main with the company. 

For more than 30 years the Westing- 
house Electric & Manufacturing Com- 
pany has recruited the ranks of its ex- 
ecutives and technical experts from 
students entering the organization from 
engineering schools; indeed, most of its 
principal executives have thus entered 
the company. The need for a period of 
interneship to coordinate the theoretical 
training of the schools with practice in 
the shops has been appreciated by the 
company, and to this end the Graduate 
Student Course was established. The 
company states quite definitely that no 
engineering graduate who places prime 
importance upon salary during the first 
year out of college should take their 
course, the rate of pay during the train- 
ing period being merely sufficient to 
meet the living expenses of a young un- 
married man. Frequency of transfer 
from department to department in the 
course of training reduces the produc- 
tiveness of the student below that of a 
regular worker specializing on the job, 
and the difference in wages paid a grad- 
uate student and a regular worker repre- 
sents the student’s investment in the ex- 
perience he receives. The transfers pro- 
vided, the time allowed for class instruc- 
tion, the provision of contacts with ex- 
perienced men of business, and the ex- 
pense of the machinery set up for the 
training, represent the investment of 
the company in the students, indirectly, 
it is true, and yet they are fairly deter- 
minable. These indirect costs are esti- 
mated at about $2,000 for each man 
taking the course, and it is believed that 








these costs are thus borne equally by the 
company and the students. 

As in the case of the General Electric 
Company, provision is made for ad- 
vanced study by a plan of cooperation 
with the University of Pittsburgh, under 
which on the one hand certain Westing- 
house engineers are given university ap- 
pointments as lecturers in the Graduate 
School, while on the other hand, desig- 
nated employees of the company register 
in the Graduate School and receive resi- 
dent university credit for work done in 
the factory under the guidance of prac- 
tical engineers, work leading to the de- 
grees of Master of Science or Doctor 
of Philosophy. 

The General Motors Corporation 
has inaugurated a comprehensive plan 
of training for executive positions. The 
General Motors Institute of Technology 
has been established by the company at 
Flint, Michigan, and offers a four-year 
cooperative engineering course of col- 
lege grade. Students in the course alter- 
nate every four or eight weeks between 
study in the Institute and work in the 
shops. The course aims to give the 
student training in the theory and prac- 
tice of engineering and its application 
to the automobile industry, with a view 
to developing the executive type of 
engineer rather than the analytical or 
designer type. Combining practical 
work under factory conditions and tech- 
nical training in the Institute, the course 
aims to train young men for junior ex- 
ecutive positions. The students spend 
24 weeks of each year in the Institute, 
26 weeks in the factory, and are given 
a two weeks’ vacation. During the fac- 
tory periods the students are paid ade- 
quate wages. 

It is the belief of the company that 
there is a great need for trained men in 
executive positions in the field of indus- 
trial management, but that provisions 
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for training in this field are, at present, 
inadequate; and that comparatively few 
opportunities are available to secure this 
type of training. Practically all the divi. 
sions of the General Motors Corpora. 
tion cooperate actively in the program of 
the Institute. 

The Goodyear Tire & Rubber Com. 
pany, General Electric, Westinghouse 
and General Motors present, perhaps, 
the most comprehensive educational pro- 
grams to be found among the industries; 
although all the companies previously 
enumerated conduct carefully thought 
out plans, many including courses for all 
employees at high school and college 
levels. Special mention should be made 
of the extensive educational work 
carried on by the Bell System, the Phila- 
delphia Rapid Transit Company, Swift 
& Company, and the Standard Oil Com- 
pany of New Jersey. 


IT 


The special provisions for the train- 
ing of college graduates range from 
simple supervised work for the individ- 
ual to very definite and carefully planned 
courses covering a period of two or more 
years. A few examples will illustrate 
this range. The comptroller of one of 
the larger New York banks states that 
the company conducts no special train- 
ing course for college graduates and 
adds, ‘We have felt it inadvisable to in- 
stall such a regular course because we be- 
lieve it preferable for a man to special- 
ize in one division of bank work rather 
than to attempt to secure a smatter- 
ing knowledge of various departments.’ 
On the other hand the chief clerk of 
an equally important institution outlines 
the company policy substantially as fol- 
lows: College graduates are taken in 
to the employ of the company as “‘float- 


” 


ers.” This ‘‘floating”’ consists of spend- 
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4 short time in each of the many de- 
»artments of the bank to observe the 
.- ~ 
operations of the departments, and to 
learn at first hand the functions of a 
trust company by actual contact with its 
various subdivisions. At the completion 
the period in each department the 
‘loater’” writes a report of his opera- 
tions, which is submitted to the depart- 
ment head and read by him and a mem- 
ber of the personnel department. When 
the “floater” has covered all—or prac- 
tically all—the subdivisions, he is as- 
signed to the department in which it is 
felt he is best fitted to be employed. A 
large investment banking house writes 
that for many years the company has 
conducted a school in which all new men, 
with few exceptions, coming into the 
organization receive their training. The 
course, covering a period of 14 weeks, 
is conducted in the Chicago office, and 
men employed in other parts of the 
country are sent there for training and 
then returned to the offices where they 
are to work. ‘This course is intended to 
cover company policies and past financ- 
ing, to bring out important phases of 
economics, corporation finance, and in- 
vestments as applied to the bond busi- 
ness. During this time men devote their 
tull time to class work which is supple- 
mented by 40 lectures given by depart- 
ment heads and executives of the organ- 
ization. A considerable portion of the 
teaching material is in written form and 
is supplemented by standard texts on the 
subjects covered. 

The retail store field displays a simi- 

r diversity of training methods. The 
decentralized plan of the W. T. Grant 
Company and the more formal training 
squad conducted by R. H. Macy & Com- 
pany, Incorporated, are examples of the 
two methods. The Grant Company 
states at the outset of its relations with 
recruits that the company does not de- 


sire to employ men who are not thor- 
oughly convinced that the organization 
furnishes exceptional opportunities for 
promotion to responsible positions. The 
company maintains a library in the Per- 
sonnel Division, New York office, where 
a trained librarian gives assistance in ar- 
ranging definite courses of reading in 
marketing and general business train- 
ing. Except for the library, however, 
the training is strictly ‘‘on the job.” All 
new men commence work in the stock 
room, the time varying from a few days 
to a year or more for some of the 
younger boys—for the average, how- 
ever, this period runs from a few weeks 
toa few months. This experience offers 
opportunity for the men to become 
familiar with the merchandise, the firms 
from which it is purchased, and the de- 
partments of the store where it is sold. 
From the stock room, assistants go “‘on 
the floor’ for routine work connected 
with sales to customers, later taking up 
window display, counter and shelf dis- 
play, and department layout. Assistants 
“learn to merchandise by merchandis- 
ing.”’ In each store there are almost 30 
departments, and_ responsibility for 
ordering the merchandise and general 
supervision over the various depart- 
ments are divided among the assistants. 
An assistant is at all times under the 
supervision of the manager, but it is the 
policy of the company to develop initia- 
tive through independent work. Before 
a man is put in charge of a department, 
he is allowed to assist an experienced 
man in charge of from five to ten de- 
partments. Assistants are changed fre- 
quently from one department to another. 
Before promotion is made to the posi- 
tion of assistant manager, an oppor- 
tunity is given each man to learn the 
details of store ofice work. During the 
training period, men are transferred 
frequently from one store to another to 
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give each individual an opportunity to 
study the methods of different man- 
agers. The length of time in an indi- 
vidual store varies from six months to a 
year; the length of the training period 
to fit a man for a manager’s position 
varies from two to six years, the period 
depending upon the age, previous ex- 
perience and training, adaptability and 
other personal qualities. It is a policy 
of the company to make every promo- 
tion to store manager from within; the 
promotions, however, are upon a com- 
petitive basis, considering merit only 
and not length of service. District man- 
agers and the Personnel Division keep 
in close touch with the progress of all 
assistants through personal contact, re- 
ports, ratings, and tests. College grad- 
uates are encouraged to enter the organ- 
ization to be trained by this program. 

In contrast to the above method of 
strict training on the job is the more 
formal program of R. H. Macy & Com- 
pany, Incorporated. This company 
seeks college graduates as employees but 
recognizes the problem of adjusting 
these men to the requirements of the 
business. To train the college man in 
technique is the purpose of their train- 
ing program—a six months’ course in 
carefully planned adjustment. In the 
first eight years during which this pro- 
gram was followed, 400 graduates of 40 
colleges passed through the training 
course, 160 of whom remained with the 
company in the merchandising, finance, 
publicity, and management divisions. 
Part I of the training period consists of 
13 weeks as follows: actual selling 4 
weeks, training as section manager 2 
weeks, work as section manager 6 weeks, 
floor superintendent’s desk 1 week. 
Part II consists of 13 weeks as follows: 
training under supervision 4 weeks with 
the following rotation, receiving depart- 
ment 4 days, controller’s office 5 days, 


comparison office 6 days, planning or 
other assignment 6 days, special re. 
ports and examinations 3 days, final 
assignment and placement 9 weeks. 

The first period is designed to give 
the student a varied experience on the 
selling floors and an opportunity to 
check up on individual performance 
under actual working conditions. If the 
performance is satisfactory when re- 
viewed by the general manager and the 
superintendent, the student is passed on 
to the second part which is designed to 
give a knowledge of the store as a whole. 
A third period is devoted to special as- 
signments to determine in which of the 
four divisions of the organization final 
placement should be made. 

Training as above is typical of the 
method employed by many retail stores 
throughout the country; not all, how- 
ever, have courses so well defined. The 
college training course of Mandell 
Brothers in Chicago covers a period o! 
51 weeks; the “executive training 
course” for college graduates offered by 
Frederick & Nelson in Seattle is of 
twelve weeks’ duration. 

The subject of training in the field of 
transportation has been adequately 
treated in the survey, made in 1926 for 
the Committee on Transportation of 
Yale University by Victor Topping and 
S. James Dempsey, entitled, “A Survey 
of Current Methods of Study and In- 
struction and of Research and Exper'- 
mentation in Transportation.” It takes 
up the need for promotion of scientific 
knowledge in transportation, the present 
status of instruction in transportation, 
research in transportation subjects, the 
attitude of transportation agencies 
towards the University’s task in trans- 
portation, and the functions of the Uni- 
versity in training for transportation. 
The study describes the interesting ¢x- 
periment on the part of a few railroads 
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enlist technical engineering graduates 
the establishment of so-called “‘spe- 
sae systems. The Penn- 
ylvania Railroad System, for instance, 
points graduates in mechanical engi- 
eering as special apprentices; the train- 
ng g extends over a period of three years 
ing which the students pass through 
entice shop, the air-brake shop, 
blacksmith shop, the foundry, the 
1c house, the car and boiler shops, 
the inspection departments, the locomo- 
tive running, accounting, and reporting 
lepartments. Special apprentices are 
paid a living wage which is increased 
periodically during the course, at the 

d of which they are appointed motive 
power inspectors with prospects of pro- 
motion within the department and ulti- 
mately to executive rank. The Nickel 


ry 


ne 
C 


Plate also offers a course for special ap- 
prentices in the mechanical department, 


open to engineering graduates or men 
vith equivalent preparation. This 


course occupies three years and covers 
work in the locomotive and car shops, 
road testing, special investigation of 
shop practice on this and other roads, 
design of locomotives, cars, and shops, 
nd power-station work. In addition 
to the usual apprentice systems, both 
ordinary and special, applying to the 
echanical departments of railways, a 
tew roads have attempted to apply 
similar plans to other departments of 
the service, such as the operating, the 
trathc, and the accounting departments. 

\ very ambitious plan called the 
Students Course in Railroading” was 
naugurated by the Southern Pacific. 
lhe first two years were planned to 
ver the entire field of railrodding in a 


general way; the third year the student 
might take one of three optional 
courses, 1.€., operation and maintenance, 
passenger and freight traffic, or account- 
ng. Despite the great training value of 


the course the results were disappoint- 
ing, the main difficulty being the oppo- 
sition of the regular employees to what 
they considered class distinction. There 
was also skepticism on the part of the 
non-college executives. The plan ceased 
when the road was taken over by the 
government and has never been revived. 
The seniority rule common in transpor- 
tation companies is an added difficulty 
to the success of such courses. 

In direct contrast to the failure of the 
Southern Pacific plan is the marked suc- 
cess of the “cadet training course’’ set 
up by the Public Service Corporation of 
New Jersey. This course is intended to 
fit college men for executive positions in 
gas, electric, and railway companies. 
Candidates for this course are carefully 
selected by visits to the colleges and 
graduate schools. <A three-year course 
may be taken in the electric company, 
the gas company, the production com- 
pany, or in a combination of electric, 
gas, and commercial work. In addition, 
there is a five-year course intended to 
qualify the cadet for positions in any 
department of the utility. 

The Commonwealth Edison Com- 
pany of Chicago, the New York Edison 
and other public utility companies carry 
on extensive educational plans. An im- 
portant survey of this field, now being 
made under the direction of Professor 
Clyde O. Ruggles of the Harvard Busi- 


ness School, will soon be available. 
III 


The manufacturing companies dis- 
play an even greater variety of pro- 
grams in the training of college grad- 
uates. The ‘probationary observation 
circuit” of one of the great steel com-’ 
panies is primarily a method of selec- 
tion. A course of observation and in- 
struction covers a period of 10 weeks in 
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the summer and is not open to men 
seeking temporary employment or 
summer experience. Seventy college 
graduates who intend to seek perma- 
nent employment with the company are 
admitted, from which number the re- 
quired selection is made; ordinarily, 
these are men who have graduated as 
mining engineers. The probationary 
feature is intended to be mutual—the 
applicant is under observation by the 
company but he has the opportunity, be- 
fore choosing the line of work which 
best suits him, to observe the company’s 
entire range of operations, processes, 
and products. Daily lectures concerning 
the facts underlying the operations, 
products, and processes are given by off- 
cers of the company, plant managers and 
division and department  superinten- 
dents, to enable students to get ac- 
quainted with one another and meet 
many of the important executives. The 
course is under the direction of a uni- 
versity professor. The _ so-called 
‘summer try-out”’ is becoming more and 
more a custom in the industries—this 
program of the Bethlehem Steel Com- 
pany being one of the more advanced 
plans. 

The American Rolling Mill Company 
conducts a similar summer course at 
Middletown, Ohio. Here about 40 col- 
lege men are taken each summer. Be- 
side actual work in the plant, oppor- 
tunity is given students to meet repre- 
sentative executives and discuss with 
them company policy, products, mar- 
kets, et cetera. This course is in con- 
nection with the extensive educational 
program carried on by the company for 
all employees. 

Ingersoll-Rand Company, New York, 
with branches throughout the country, 
and for that matter, throughout the 
world, was one of the first organiza- 
tions to conduct a systematic training 
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course for young graduates of engineer- 
ing schools. Their experience has led 
the company to adopt certain definite 
policies and methods: (a) extreme care 
in selection—the company admits only 
men that the management believes can 
be properly and permanently placed 
after completion of the course—there is 
no “elimination contest;” (b) the selec- 
tion of men especially interested in the 
design, manufacture, or sale of the prod- 
uct in which the company specializes. 
There is no selection of “types” nor are 
a certain number picked for sales, de- 
sign, shop, et cetera. The training 
course is set up to give the student an op- 
portunity to learn the products and shop 
organization of the various plants; to 
adjust himself to industrial work and en- 
vironment; to develop individual abili- 
ties; and to discover the particular type 
of work for which the individual is nat- 
urally inclined. The course covers a 
period of 28 weeks of introductory 
training for some definite branch. The 
routine work is carefully planned, there 
is little formal instruction, the student 
being routed through the shops and de- 
partments, where he learns by actually 
performing the operations, the activities 
of each man being scheduled and direc- 
ted by a supervisor of student engineers. 
A special building is set aside for as- 
sembly and study rooms. Additional 
features of the course include talks by 
executives and engineering specialists, 
lectures, quizzes, and discussions. The 
company makes no promises of rapid 
advancement; but the student is assured 
of prompt recognition as he makes his 
training count and qualifies for greater 
responsibility. Frank discussion be- 
tween the student and the company off- 
cials usually leads to a wise decision in 
the selection of permanent assignment. 

The Otis Elevator Company conducts 
a “student training course’ for tech- 
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ical gr aduates or men whose previous 

ducation is satisfactory to the “Stu- 
jents Committee.”” The course is open 
to college graduates only between the 

ves of 20 and 30. The number of stu- 
dents is limited to 12 each year, the num- 
ber corresponding to the number of dis- 
tricts into which the company’ s business 
's divided, thus permitting each zone 
manager to select a candidate each year. 
The Students Committee passes upon 
students’ qualifications before accepting 
them. After a candidate is accepted, he 
must work at least two months with the 
Zone Construction Department on gen- 
eral construction work before starting 
the course at the company’s works at 
Yonkers, New York. The student thus 
becomes familiar with the elevator ap- 
paratus and the conditions under which 
it is handled and installed in the field. 
[It gives the manager an opportunity to 
observe the student and the student an 
opportunity to make a definite decision 
as to whether or not he desires to con- 
tinue the course. 

The first two months of the works 
course constitute a period of probation 
at the end of which the Students Com- 
mittee makes the final decision on the 
candidates. All students are given prac- 
tically the same training in the works 
course but at the end of six months, by 
preference and selection, a decision is 
made as to which branch of the business 
the student will follow and special at- 
tention is given his training in the 
chosen field. Students while in the 
works are under the control of the 
Works Manager who reports to the 
Students Committee on their character, 
ability, conduct, and general qualifica- 
tions. At some time during the works 
course or after its completion, students 
are required to spend 10 weeks in the 
New York Zone and New York Engi- 
neering Department, after which they 


COMPANY TRAINING FOR COLLEGE GRADUATES 441 


are assigned to a zone for 8 weeks’ work 
in each of the following departments: 
Installation, Inspection, Drafting, Office 
Work, Wiring Materials, et cetera. The 
total course covers 104 weeks, at the 
completion of which the student is as- 
signed to a position by the Students 
Committee who continue their supervi- 
sion and interest in his progress. 
“Many of the larger manufacturing 
companies provide shop training to fit 
students for the Sales as well as the En- 
gineering and Production Departments. 
It is the practice, for instance, of the 
Illinois Steel Company to accept appli- 
cations each year from 12 college grad- 
uates who are placed in the mills at 
South Chicago and at Gary for their 
training. There is no fixed program, 
but the aim is to give the candidates an 
opportunity to learn as much concern- 
ing the process of steel manufacturing as 
is possible in one or two years of factory 
experience preliminary to assignment to 
the Sales Department. A similar two- 
year course of supervised work in the 
shops in preparation for the Sales De- 
partment is offered by the Lodge and 
Shipley Machine Tool Company. Di- 
vergent opinions exist as to the length 
of time necessary for such training. The 
Cincinnati Milling Machine Company 
maintains a special training program for 
college graduates desiring to enter the 
Sales, Production, or Designing De- 
partment. The Director of Training 
considers four years as necessary to pre- 
pare the average college graduate to 
take up field work as a milling specialist. 
On the other hand, certain companies 
offer courses with the primary purpose 
of orientation. Thus the Dodge Manu- 
facturing Company has a special ap- 
prenticeship course covering one year 
and open to engineering graduates. The 
students spend three months in the 
shops, three months in research work, 
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three months in the Engineering De- 
partment, and three months in the Sales 
Department. The student is thus given 
a chance to make up his mind concern- 
ing the department for which he believes 
he is best fitted, and the department 
heads have an opportunity to observe 
the work of the student and to decide 
whether he has any place in the organ- 
ization at all, and, if so, for which de- 
partment he is best fitted. In a similar 
manner Deere and Company train grad- 
uates of agricultural schools in a course 
which covers seven months in the fac- 
tory, one month in a branch-house office, 
and the remainder of the year in terri- 
tories as assistant salesmen. The 
Aluminum Company of America con- 
ducts an “apprentice training course” 
to which college graduates only are ad- 
mitted. The course covers a period of 
18 months and is designed to give the 
student a general knowledge of the 
aluminum industry. 


lV 


It is clear that the managements of 
the larger companies look upon the col- 
leges and graduate schools as fertile 
fields from which to recruit young men 
to be trained for executive positions in 
industry; and it is likewise clear that 
these companies are alive to the need of 
offering adequate training to the men 
thus recruited. It is equally certain that 
the methods of conducting this training 
and the policies behind the training differ 
widely in individual companies. Refer- 
ence has been made to the comptroller 
of an important New York bank who 
stated that his institution felt it inadvis- 
able to install a regular course, believing 
it was preferable for a young man to 
specialize in one division of the bank 
rather than to attempt to acquire a 
superficial knowledge of the various de- 
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partments. In another letter he ex. 
plains his point of view at greater 
length: “The greatest need for men of 
the right type and education is in the 
operating departments of a bank and, 
of course, this means that therein lies 
the greatest opportunity, but I regret to 
say that it has been our experience that 
the majority of college men going into 
banks want to get into one of the aux. 
iliary departments where the hours are 
easier and the work not quite so 
arduous. We, of course, need a limited 
number of men in credit work, new busi- 
ness field, statisticians, et cetera, but, 
most of all, we need men who are willing 
to spend four or five years of hard work 
learning the details of an operating de- 
partment such as the Transfer, Coupon 
Payment, the Loan, Tellers, Bookkeep- 
ing and Clearance, Trust, Safekeeping, 
the Reorganization, the Audit, Foreign, 
et cetera. In any one of these depart- 
ments, however, there is no short cut, as 
it is impossible to place a man in a reas- 
onably high position in one of these de- 
partments unless he is_ thoroughly 
familiar with all the details and over a 
period of time has convinced both his 
employer and his fellow employees that 
he is capable of such a senior position.” 
And with reference to the candidates’ 
previous studies in economics, money 
and banking, finance, et cetera, he adds: 
“All the information derived from these 
courses is helpful to any one in the field 
of business, but as a matter of practice, 
a beginner would have little or no op- 
portunity to use this directly for a 
period of five or ten years. The chief 
things by which we could measure 4 
man’s success would be his accuracy with 
figures, his knowledge of bookkeeping, 
his speed, his devotion to work, and his 
imagination; and, for the first several 
years, he would necessarily have to 
handle an enormous amount of detail.” 








©c ex. 
‘eater 
en of 
n the 
and, 
1 lies 
et to 
that 
into 
aux: 
$ are 
- $0 
hited 
busi- 
but, 
lling 
vork 
r de- 
ipon 
eep- 
ing, 
ign, 
art- 
L, as 
eas- 
de- 
shly 
ra 
his 
hat 


+B) 





[he purpose of the present study is 
erely to state the facts as found, leav- 
» all criticism of these facts until an- 
‘her occasion. It might be said in 
assing, however, that this policy of de- 
rtmental training, without any attempt 
-) differentiate between high school 
craduates, college graduates, and stu- 
jents with two or more years of grad- 
uate work to their credit, is not un- 
mmon, not only in the banking field 
but throughout the industries. One im- 
portant concern in the metal trades in- 
dustry states that it does not maintain 
any systematic training course for col- 
lege graduates; that individual effective- 
ness in the company is directly propor- 
tional to familiarity with ground opera- 
tions; and that during more than 100 
years of the company’s history the seven 
presidents, six of whom were also gen- 
eral managers of the plant, began in ex- 
tremely subordinate capacities and 
climbed the ladder through a practical 
experience of some 30 years in each case. 
\lany more cases might be cited of com- 
panies which welcome trained men as 
recruits to “begin at the bottom” and 
advance by practical work in a given de- 
partment without any special supervi- 
sion and unaided by any plan of orien- 
tation or selection. 

The next group of companies, while 
rejecting the policy of formal or central- 
ized training by means of classes and 
the use of special teaching material, 
nevertheless make a conscious attempt 
to give each candidate a well-rounded 
training in all departments through care- 
fully supervised work in actual produc- 
tion. Selection of candidates plays an 
mportant part in the training policy of 
these companies. While they appreciate 
that theoretical training in the schools 
will be of no immediate advantage to 
the beginner and that he must learn his 
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technique through hard routine work, 
nevertheless the potential value of his 
theoretical training is recognized and 
every effort is made to discover his in- 
dividual abilities and to place him in the 
department for which he is best fitted; 
at the same time an effort is made to 
give him a broad acquaintance with all 
the other departments, so that when 
finally placed he can view the work of 
his own department in its relation to the 
work of the other departments and the 
activities of the organization as a whole. 
Certain of the more progressive com- 
panies in this group recognize the need 
of “teaching the supervisor to super- 
vise’ as one of their major educational 
problems. 

Another group of companies combine 
centralized class instruction with train- 
ing on the job. Candidates are rotated 
from one department to another per- 
forming productive work and in addi- 
tion attend formal classes, sometimes in 
the evening but usually on company 
time. This is an adaptation to company 
training of the theory underlying the co- 
operative relations between industrial 
companies and the schools as conducted 
by the General Electric Company, many 
of the industries in Cincinnati and else- 
where throughout the country—the well- 
known plan of “earning while learn- 


ing.” 

Finally we have the small group in 
which classroom teaching by means of 
specially prepared material supple- 
mented by standard texts is the chief 
method employed. In this scheme, the 
students are conducted through the de- 
partments as observers or performing a 
minimum of production work. Such 
courses are, as a rule, of brief duration 
and are intended primarily as introduc- 
tory to carefully supervised work in the 
departments. 
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THE DEPARTMENTS OF THE HARVARD BUSINESS REVIEW 


THE material in the Department of the Re- 
view presented by the Student Editorial 
Board is chosen with regard to its interest to 
business executives and to the possibility of 
utilizing most effectively the resources at the 
command of the members of the Board. 
The first Department, “Summaries of Busi- 
ness Research,’ comprises summaries of the 
results of the investigation of various busi- 
ness subjects. “Case Studies in Business,” 
the second of these Departments, was sug- 
gested by one of the outstanding character- 
istics of the Graduate School of Business Ad- 
ministration, the case method of teaching. 


Case studies are based upon the actual ex- 
periences of business concerns; to avoid dis- 
closure of confidential material, however, it 
is necessary to disguise the names of the con- 
cerns. The third department, “Legal Devel- 
opments Significant in Business,” has been 
added to permit a survey of the steps which 
are now being taken and which possibly 
should be taken in the future by courts and 
legislative bodies to improve the quality of 
the service that law can offer to business. 
The last Department contains critical re- 
views and short descriptions of new books 
of interest to business men. 
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THE STUDENT SECTION 


THE POSITION OF THE COMMERCIAL BANK IN THE 
ORIGINATION AND DISTRIBUTION OF SECURITIES 


By JOHN Y. YORK, Jr. 


ing is the mobilization of capital 
and its application to the needs of 
business. Commercial banking is popu- 
larly supposed to furnish temporary cap- 
ital to facilitate the current exchange of 
commodities, leaving to the investment 
banker the task of supplying permanent 
capital for furthering industrial devel- 
opment. This concept does not accord 
with the facts as they exist in the United 
States today. In supplying both long- 
and short-time capital to industry, the 
commercial and the investment banker 
are sailing parallel and in many in- 
stances identical courses. The invest- 
ment banker performs his mission by 
the sale of securities to the investing 
public. While most of the funds se- 
cured in this manner have found their 
way into fixed assets, an increasingly im- 
portant portion has been used as work- 
ing capital to replace funds which were 
formerly secured from commercial 
banks on short-time loans. In some 
cases the commercial banker has origi- 
nated and distributed securities. In 
others he has either invested in securities 
the funds which are on deposit, or has 
loaned these funds upon securities as 
collateral." The object of this paper 
is to discuss certain significant tendencies 
in the field of investment banking with 
special reference to the present and 
probable future position of the com- 
mercial bank. 
Two important results find their in- 
ception in the intensive use of machines 


Ti IE primary objective of all bank- 


in industry. The field of production is 
now dominated by large business units 
which in 1925 produced nearly 80% of 
the goods turned out in this country.? 
A similar concentration on the distribu- 
tion side is now occurring as the result 
of the present marked tendency toward 
mergers and consolidations. To finance 
the growth of our industries, a constant 
inflow of new capital is essential. The 
use of machines has greatly increased 
the productive capacity of the individual 
worker, with the result that there is a 
constantly widening margin of savings, 
which according to conservative esti- 
mates now exceeds 800 millions of dol- 
lars per month.* Under normal condi- 
tions some means of coordination must 
exist between the supply of and the de- 
mand for capital. The essence of the 
function of the investment banker is to 
act as a channel through which these 
savings will flow into the permanent cap- 
ital resources of industrial enterprises. 
The function of supplying long-time cap- 
ital may be subdivided into the follow- 
ing: origination, distribution, advisory, 
and protective. Although these func- 
tions are intimately interrelated, this 
article deals only incidentally with the 
latter two; only origination and distri- 
bution will be discussed in detail. 


1A, A. Young, Analysis of Bank Statistics for the 
United States. Harvard University Press. 

2 Statistical Abstract of United States, 1928, 
Table 754, page 750. 

3 Based upon growth of savings banks deposits, 
life insurance, and new capital acquired by indus- 
try. 
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Origination and Distribution of 
Securities 


A brief survey of the history of origi- 
nation supports the conclusion that the 
commercial bank has never ceased to be 
a vital factor in the origination of se- 
curities. As industrial units outgrew the 
financial resources of the management, 
the commercial bankers were called upon 
for additional capital. Prior to 1880 
they acted as intermediaries and induced 
wealthy capitalists and foreign investors 
to advance the necessary capital. In this 
activity they were performing the same 
function which is now the task of the in- 
vestment banker. Around 1880, brok- 
ers began to assist in the flotation of se- 
curities, and from this activity the in- 
vestment banker emerged, around 1900. 
About this time the commercial banks 
withdrew from the field temporarily. 
By 1908 they had returned, and since 
that time they have assumed positions of 
constantly increasing importance in the 
field of origination. 

The present position of the commer- 
cial bank in the origination of securities 
is indicated by the fact that of a total of 
4.2 billions of securities floated in 1927 
by 15 leading banking houses, com- 
mercial banks, trust companies, or their 
subsidiaries were responsible for 1.18 
billions. Of a total of 87 firms which 
headed syndicates totaling in excess 
of one hundred millions, 25 were com- 
mercial banks or their subsidiaries.‘ 
While it is clear that the commercia! 
bank no longer dominates, it is equally 
clear that it is a vital factor in the 
situation. The present movement to- 
ward mergers in the banking field will 
produce units which will be in possession 
of resources unequalled in our previous 
experience, and it can be predicted with 


* Wall Street Journal, February 11, 1928, p. 6. 
Ibid., February 26, 1929, p. 14. 
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some confidence that they will absorb 
for themselves more and more of the 
functions of security origination. 

Three types of dealers are engaged in 
the distribution of securities, any of 
whom may be either commercial or ip. 
vestment bankers. The first is the 
wholesaler who disposes of his issues to 
retailers or other wholesalers and who 
has no retail selling organization. The 
second is the retailer who purchases se- 
curities from a wholesaler in relatively 
small blocks and seeks to resell them to 
investors at a profit. The third is the 
firm which combines the wholesale and 
retail functions. 

Prior to the World War the problem 
of distribution of securities was rela- 
tively simple, and the functions devel- 
oped along normal lines. The purchas- 
ers of securities were, for the most part, 
limited to banks, institutions, and large 
capitalists. The banking houses en- 
gaged in distribution began by establish- 
ing modest selling organizations and in- 
creased them as the need arose. Dis- 
tributors were able to operate on satis- 
factory margins of profit, and condi- 
tions were fairly stable. The World 
War produced revolutionary changes. 
Governmental financing made us a na- 
tion of investors by increasing tremen- 
dously our knowledge and appreciation 
of the investment advantages of secur!- 
ties. This, together with the unprece- 
dented growth of savings in the last 
decade, has increased the number of in- 
vestors until today, it is estimated, the 
number exceeds twenty millions. 

The crux of the problem of distribu- 
tion today lies in the increasing impor- 
tance of the small investor and the at- 
tendant difficulty of covering the market 
in which he is so large a factor. ‘This 1s 
apparent from the results of a study 
made by Dwight H. Morrow, for 
merly of J. P. Morgan & Company, in 
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an eflort to determine who were the pur- 
-hasers of two foreign bond issues origi- 
nated by Morgan & Company.° Based 
spon a study of about ten thousand cus- 
tomers, it was found that the average 
‘avestment in the Japanese issue was 
3,660, while that in the Austrian issue 
was $2,980. Approximately 50% of 
the sales were below $1,000. The study 
developed the rather startling fact that 
90° of the investors in these two issues 
took only 50% of the loans. Although 
based upon a relatively small sample, the 
study is believed to be typical and it 
emphasizes the problem which must be 
solved in the field of retail security dis- 
tribution. Coincident with the growing 
public interest in securities there has oc- 
curred a rapid increase in the number of 
investment banking houses, most of the 
newcomers being engaged in retail dis- 
tribution. Since 1918 the number of 
investment banking firms has increased 
from about 1,200 to nearly 4,000. 

As the result of the operation of these 
ind other factors, competitive condi- 
tions in the investment banking field, and 
more particularly on the distribution 
side, have become so severe that the 
ultimate effect, while not yet clear, is 
likely to be far reaching. To a very 
much less degree than any other mer- 
chant, the retail distributor of securities 
an control neither the quantity nor the 
quality of the securities which he offers 
to the investing public. The quantity 
depends upon the total demands for new 
capital on the part of industry, while the 
quality depends upon the worth of the 
particular enterprise which is selected by 
the originating house upon which the 
average retailer must depend for his 
supply of securities. A few retail houses 
possess sufficient strength and prestige 
to guarantee them a measure of inde- 
pendence from the originating houses, 
but the average retail dealer is obliged 
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to accept what the originating house 
may offer him. Otherwise he is likely 
to occupy a less favorable position on 
the syndicate lists which may operate to 
close the source of supply of securities. 

The supply of high-grade securities in 
the forms desired by the investing pub- 
lic has not been sufficient to meet the 
demand. Competition among the origi- 
nating houses for available issues has 
operated to lower the margin of profit 
all along the line. The retailer, being in 
the weaker position, has been forced to 
absorb a large part of the reduction. 
The widening circle of investors has 
made it increasingly difficult to cover the 
market adequately, and in consequence 
sales costs have mounted rapidly. Since 
dealers are not protected as to terri- 
tories, many investors are approached 
by different houses with the same offer- 
ings. As a result, high-pressure sales 
methods have been applied in many 
cases with a consequent high percentage 
of misplaced securities. These forces, 
all of which lie within the field of in- 
vestment banking, have operated to re- 
duce the margin of profit of the retail 
distributor. Other forces operating to 
the same end lie without the field of in- 
vestment banking as it was formerly con- 
stituted. 

Partly as the result of current litera- 
ture but mainly due to the favorable in- 
creases in corporate earnings in recent 
years, there has developed a wide-spread 
public interest in common stocks for in- 
vestment purposes. Stock issues in- 
creased from 1.6 billions in 1926 to 4 
billions in 1928, while bond issues de- 
clined from 5 billions in 1927 to 3.9 
billions in 1928.° At times it has ap- 
peared that the supply of bonds might 
fail. During the week ending March 2, 


5 Proceedings Investment Bankers’ Association, 


1924, P- 93- 
6 Wall Street Journal, January 11, 1929, p. 12. 
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1929, bond issues totaled 20.7 millions 
as against 263.2 millions in the same 
week of 1928.’ Since most retail deal- 
ers did not possess sales organizations 
competent to sell equities, and since they 
were slow to sense the change which re- 
sulted in a preference for stocks as 
against bonds, they suffered distinct re- 
ductions in earnings. Most of the large 
originating houses now bring out stock 
as well as bond issues, but many retail 
houses still lack adequate facilities for 
the distribution of equities. 

The popularity of equities has mani- 
fested itself in another form which has 
tended to reduce the earnings of the re- 
tail distributor. Beginning about 1924 
there developed a tremendous specula- 
tive increase in values of equities listed 
on the stock exchanges. Thus the sea- 
soned securities handled by brokers came 
into sharp competition with the unsea- 
soned issues handled by the investment 
bankers. Here again the basic difficulty 
came from the fact that the bankers at- 
tempted to issue bonds for new financing 
when the public was demanding stocks. 
The tremendous profits which have been 
realized as the result of advances in the 
prices of listed stocks, together with the 
high interest rates which have recently 
prevailed, have induced the employment 
of unprecedented amounts of capital in 
stock-market transactions. These were 
funds a large part of which, under other 
circumstances, would have been invested 
in bond issues distributed by the invest- 
ment bankers. This, together with the 
other forces heretofore discussed, has 
tended to reduce the margin of profit of 
the retail distributor to a point where 
it is becoming increasingly difficult for 
him to maintain his position. 

? Ibid., March 2, 1929. 


® Proviso to Sub-par. 7, Section 5136. Revised 


Statutes, Section 9661, Compiled Statutes. 
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The Commercial Bank 


; What is the position of the commer. 
cial bank with reference to this situa- 
tion? The retail distribution of securi- 
ties by commercial banks is not a new 
development. But prior to the World 
War it was limited to a few of the larger 
metropolitan banks. The growing de. 
mand for securities since that time has 
supplied a continuing impetus for expan- 
sion in the size and number of retail 
distributing units operated by commer- 
cial banks and trust companies. At 
present all large banks and many smaller 
ones maintain either subsidiary corpora- 
tions or bond departments which dis- 
tribute securities at retail. 

A new opportunity for expansion is 
offered to the national banks by an 
amendment to the McFadden Act of 
1927 which authorizes these banks to 
buy and sell without recourse market- 
able investment securities.* The Comp- 
troller of the Currency is charged with 
the duty of defining the securities which 
will be eligible. He has issued regula- 
tions which provide in substance that the 
issue must be large enough to possess 
ready marketability; that such distribu- 
tion has been made or provided for as 
will insure this marketability; and that 
the trustee must be independent of the 
obligor, and for issues since 1927 the 
trustee must be either a bank or trust 
company. Common and _ preferred 
stocks are excluded. Under this author- 
ity any national bank can establish a 
bond department without the necessity 
of organizing a subsidiary corporation 
for this purpose. This may be a distinct 
advantage to the smaller banks. The 
securities to be handled are subject to 
inspection by bank examiners. It might 
be supposed that this would operate to 
increase the prestige of the national 
banks if the public were aware of the 
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facts. The audit, however, even though 
‘+ may be thorough and made by com- 
petent personnel, is likely to become 
-outine and have little or no positive 
value in increasing the prestige of the 
national banks as distributors of securi- 
ties. The fact that the subsidiary corpo- 
ration is not subject to so rigid a type of 
supervision as the bank itself and that it 
possesses a greater flexibility of action, 
will induce many banks to continue its 
use. 

The number of commercial banks in 
the United States exceeds 26,000. 
Many of them are actual and all of 
them are potential retail dealers in se- 
curities. Are these banks justified in 
entering more fully into this field of 
ictivity? It is an open question, with 
some apparently sound arguments, how- 
ever, tending to prove that the commer- 
ial banker should refrain from activities 
n the field of long-term finance. It is a 
tradition that the commercial banker 
should confine himself to dealings in 
short-time capital. Even if this ac- 
corded with the facts, it would constitute 
no real reason why the commercial 
banker should not perform the function 
of distribution if he is properly qualified 
and if he can accomplish it at less cost 
than other agencies which may be avail- 
able for the same purpose. 

[It has been contended that the com- 
mercial banker, admittedly expert in the 
feld of short-time capital, lacks the ex- 
pert knowledge of the long-time money 
market which is indispensable to success 
in the distribution of securities. It is 
apparent that the commercial banker is 
taking unwarranted risks if he deals in 
securities without an adequate knowl- 
edge of the game. How much knowl- 
edge does the commercial banker pos- 
sess in this field? Around 1870, com- 
mercial banks began to invest substan- 
tial amounts of their funds in securities. 
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By 1914 the investments of national 
banks in New York City were 11 times 
as large as in 1870, while the invest- 
ments of national banks outside New 
York were 26 times as large, the growth 
after 1888 being particularly rapid. 
Throughout this period the rate of 
growth of investments exceeded that of 
loans and discounts. At the end of 1914 
the loans and discounts of national 
banks were between 6 and 7 times as 
great as investments. Ten years later, 
loans and discounts were only 2% times 
as large.® 

Let us examine the nature of these 
loans and discounts. In the six-year 
period from 1922 to 1928, loans by 
banks, with stocks and bonds as collat- 
eral, increased 84.3%, while straight 
commercial loans’ increased _ only 
27.9%." It is therefore apparent that 
the commercial banker, whether he 
willed it or not, has been forced to accu- 
mulate an expert knowledge of securi- 
ties as a protection against the loss of 
bank funds and to enable him to pass 
intelligent judgment upon securities of- 
fered as collateral for loans. This con- 
clusion is subject to the very vital quali- 
fication that the experience in this field 
has, in general, been limited to the 
larger banks. The smaller banks, it 
may be assumed, have had neither the 
resources nor the facilities for gaining 
the necessary knowledge. 

Even if the commercial banker pos- 
sesses the requisite general knowledge 
of the investment value of securities, he 
can not perform the function of distribu- 
tion without a specialized knowledge of 
the problems involved. Even with this 
specialized knowledge, there are certain 
inherent risks which must be assumed. 
Among them are those of marketability, 


3A. A. Young, of cit., pp. 3, 58, 59. 
10 Journal of the American Bankers’ Association, 
January, 1929, p. 15. 
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price depreciation before sale, loss due 
to protection of the market during the 
life of the syndicate, and other liabilities 
in connection with syndicate operations. 
While these risks can not be eliminated, 
they can be minimized by providing com- 
petent personnel which has been ade- 
quately trained in the purchase and dis- 
tribution of securities. The recruiting 
of this personnel presents a problem 
which is difficult of solution, but it can be 
solved by the larger banks with excellent 
chances for success. The smaller banks 
need not establish elaborate organiza- 
tions, for they can rely upon their larger 
and better-qualified city correspondents 
for guidance in the purchase of their 
securities. 

The success of a commercial bank de- 
pends upon the maintenance of its pres- 
tige in the community. Its continued 
existence depends upon the retention of 
public confidence in the strength of the 
institution and in the integrity and abil- 
ity of its officers. The sale of securities 
by a bank to its customers involves 
a long-time commitment. It must, 
throughout the life of the security, be 
prepared to watch over the interests of 
the purchaser, advising shifts in hold- 
ings to meet new conditions and stand- 
ing ready to assist in the protection of 
the interests of the client in case of de- 
fault. Large losses to the bank’s cus- 
tomers will cost the bank the confidence 
of the public. This does not prove that 
the bank should not undertake the task, 
but merely serves to emphasize the im- 
portance of providing personnel which 
is competent in the selection of securities 
for resale to the bank’s customers. The 
experience of the larger banks tends to 
prove that with proper personnel the 
losses can be reduced to a minimum 
which will insure profitable operation 
and prevent the loss of public confidence. 
In spite of occasional losses the old es- 
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tablished bond houses retain the conf. 
dence of the public. There is no appar. 
ent reason why the commercial banker 
can not achieve equal success. 

The commercial bank, under existing 
conditions, will probably have to assume 
the risk of subscribing for current offer. 
ings from syndicates with which it is con- 
nected, whether these offerings fully 
meet its requirements or not. The small 
commercial bank in this respect will be 
in no stronger position than that occu- 
pied by the small retail investment 
banker. As the commercial banker be. 
comes a larger factor in the field of dis. 
tribution, it is not unlikely that concerted 
action will be taken to combat this con- 
dition effectively. 


The Retail Distribution of Securities 


In the retail distribution of securities, 
the commercial banker possesses several 
distinct advantages over the retail in- 
vestment banker. Between the commer- 
cial banker and his customers there ex- 
ists a confidential relationship which 
may be converted into a powerful force 
in the distribution of securities. No man 
becomes a customer of a bank until he 
has complete confidence in the honesty 
and ability of its officers. Thus at the 
outset the commercial banker occupies 
a position which the investment banker 
can acquire only through patient effort 
in overcoming prejudice and sales re- 
sistance. 

The commercial banker, furthermore, 
possesses an intimate knowledge of the 
business affairs of his customers which 
the investment banker can not hope to 
achieve. He needs only to refer to his 
note portfolio and to his books of ac- 
count to determine the prospects of sell- 
ing a customer securities which the bank 
may be offering for sale. The commer- 
cial banker needs only to gather the fruit 
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as it ripens, while the investment banker 
»yst search for his prospects and there- 
‘rer must cultivate the necessary confi- 
in order to accomplish the selling 
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The commercial banker can perform 
the selling function with less overhead 
expense than the investment banker. If 
the bank is large, it will probably pos- 
sess a statistical department which as- 
sists in the selection and care of the se- 
curities for its own portfolio. The same 
organization can serve the bond depart- 
ment or the security subsidiary. Smaller 
banks, which may not be able to support 
a statistical organization, can rely upon 
their large city correspondents to render 
any assistance necessary. The bond de- 
partment can be housed in the same 
building with the bank; the potential 
customers visit the bank at intervals, 
often to request investment counsel; 
fewer salesmen will be required to cover 
the market—all of which will tend to 
produce for the bank a given volume of 
business at a cost below that at which it 
can be secured by the retail investment 
banker. 

The commercial bank can either buy 
its securities at wholesale from the 
houses of issue and thus insure for itself 
the full profit which accrues from dis- 
tribution, or, if it is a small bank, it may 
sell “off the list’ of a large city bank. 
In this way the bank will earn a smaller 
commission, but, on the other hand, it 
will have its funds available for more 
profitable ventures and will avoid some 
of the risks involved in an outright pur- 
chase of securities for resale. 

Three influences now operating are 
tending to create larger commercial 
banking units. They are consolidation, 
branch banking, and chain banking. 
Without discussing the merits of these 
tendencies it is apparent that there is a 
decided tendency to increase the size of 


the banking unit. For the seven years 
ending June 30, 1928, the total number 
of commercial banks decreased by 3,555, 
while resources increased for the aver- 
age bank from 1.6 millions to 2.7 mil- 
lions. The larger the banking unit, the 
more highly skilled the personnel which 
it can afford to employ in its bond de- 
partment. ‘The chain banks can place 
bond departments in each of their units, 
operating under centralized control, 
with a showing of substantial economies 
in overhead and selling costs. 

Not the least of the advantages which 
would flow from the distribution of se- 
curities by commercial banks is the large 
number of potential outlets. There are 
more than 26,000 commercial banks in 
the United States, most of which may 
eventually become distributors of securi- 
ties. It is safe to say that these banks 
have direct access to nearly every pres- 
ent or potential investor. Many com- 
munities are today without adequate 
facilities for investing their funds in 
securities. These outlets would care for 
the entire country and, in the opinion of 
bankers, will form a further stimulus to 
saving. Several banks are now selling 
investment securities on an instalment 
plan, based upon a fixed amount to be 
deposited each week. 

The commercial bank owes to the pub- 
lic a duty of protection against the loss 
of savings due to unwise investments. 
The establishment of bond departments 
in commercial banks in which only sound 
securities are sold will exert a strong 
influence in directing savings into safer 
channels of investment. There is good 
reason to believe that the commercial 
bank can distribute securities without the 
use of the elaborate high-pressure sell- 
ing organizations which must be main- 
tained by many investment bankers. On 
the whole, there should come from the 
activity of the commercial banker a bet- 
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ter coordination between the needs of 
industry and the requirements of the 
individual investor. 

It is safe to predict that the agency 
which is capable of performing the func- 
tion of distribution most efficiently and 
at least cost will eventually become the 
predominating factor in the situation. 
It has been shown that the commercial 
bank occupies a strategic position. Its 
activity is likely to increase as time 
passes. The ultimate result is difficult 
to predict, but it is not unlikely that 
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many of the smaller investment bankers 
will eventually shift their activities to 
those of brokerage, over-the-counter 
trading, or will become investment coun. 
sellors. The future of the larger firms 
now operating as chain distributors js 
still less clear, and prediction as to de. 
velopments would be uncertain, but it js 
not improbable that they will eventually 
be forced into the origination and whole. 
saling of securities, leaving the commer. 
cial bank as the predominating influence 
in the field of distribution. 


THE LAKE CARGO COAL CASE 
By A. S. HOWE, JR. 


HE Lake Cargo Coal Case, which 

has recently been before the Su- 
preme Court of the United States, is 
probably one of the most significant 
and bitterly contested cases in the his- 
tory of governmental regulation of rail- 
roads in the United States. 

The case involves both the legal and 
the economic foundations upon which 
governmental regulation of our railway 
systems has been built. However, eco- 
nomic issues, not legal issues, are of pri- 
mary importance in the case. Govern- 
mental regulation of industry should be 
nothing more than an answer to an eco- 
nomic situation which either exists or is 
in the making. Legislatures should 
strive to pass laws which are economi- 
cally sound, and courts, when called 
upon to interpret laws dealing with reg- 
ulation, should give due consideration to 
the economic consequences of possible 
interpretations. So far as regulation of 
industry is concerned, sound law must be 
based on sound economics. 

This paper attempts a discussion of 
certain economic issues raised by the 
Lake Cargo Case. 


Facts Concerning the Lake Cargo Case 


The states of Michigan, Wisconsin, 
Minnesota, and the Dakotas consume 
large quantities of eastern bituminous 
coal for railroad, industrial, and domes- 
tic uses. The coal is mined in Pennsy!- 
vania, Ohio, Virginia, West Virginia, 
and Kentucky, and is sent by rail to ports 
on Lake Erie where it is loaded on boats 
and shipped to the West—hence the 
name, lake-cargo coal. 

The lake-cargo coal business is highly 
seasonal, being carried on in the sum- 
mer months when the lakes are open for 
navigation. Since the peak of domestic 
and industrial consumption of bitumi- 
nous coal in other parts of the country 
invariably comes in the winter, it is ob- 
vious that the lake-cargo trade is of 
great value to the mine operator who 1s 
striving for a high load factor and the 
resultant lower unit costs. 

Production of bituminous coal for the 
lake-cargo trade is concentrated in three 
districts: (1) the “northern” fields in 
eastern Ohio and western Pennsylvania: 
(2) the “southern” fields in West Vir- 
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‘4, Virginia, and Kentucky; and (3) 


ginia, 
fhe “Fairmont” area in northern West 
Virginia, midway between the other two. 
The Pennsylvania-Ohio district is about 
‘60 miles, the Kentucky-West Virginia 
district is about 425 miles, and the Fair- 
mont district is about 250 miles, from 
the lake ports. In view of the condi- 
tions which have prevailed in the bitu- 
minous-coal industry and in view of the 
size and the favorable seasonal charac- 
teristics of the lake-cargo trade, it is not 
surprising that competition between the 
three producing districts for the lake- 
cargo business is and always has been 
extremely keen. 

The southern fields have been the 
low-cost producers, having the advan- 
tage of better situated coal deposits, 
lower capitalized costs of acreage, mate- 


rially lower taxes, more economical 
methods of handling and extracting coal, 
and lower wage scales. 

Since 1912, the problem of lake- 
cargo rates has been continuously before 
the Interstate Commerce Commission. 
From July 13, 1917, to May 29, 1927, 
rate differentials in favor of the north- 
ern group were maintained without 
change, although there were several 
blanket additions or reductions. Rela- 
tive productive costs within the regions 
concerned, and not railroad costs, dic- 
tated the differentials prescribed in 
1917. That these differentials did not 
for long equalize conditions as between 
producing districts, but were soon offset 
by the lower costs of production at- 
tained bythe southern operators, is 
shown by the following table: 


Cost or BirumMinous CoAL MINING—1922 


(United States Coal Commission) 



































| Cost per Ton (2000 lbs.) 
Field —;——_—_ |_| Total Cost} Freight | Net Del. | Net Del. | Marginf 
| Labor | Supplies} Genl. Exp. Cost Price* 
_| SS SEES o ee Ot Eee ea 
Northern | 
Pa. No. 9 .+| $2.01 $ .37 S$ 54 $2.92 $1.66 $4.58 $4.79 | $ .21 
Pa. No. 2 as) B00 42 62 2.80 1.72 4.52 4.40 .12f 
Pitts. No. 8 . S249 32 56 2.67 1.66 4.33 4.62 .29 
Hocking-Ohio | 2.08 35 66 3.09 1.63 4.72 S. 84 42 
Fairmont | 
Fairmont, W. V..| 1.79 35 67 2.81 1.81 4.62 4.89 27 
r mn | 
Phacker | 1.39 38 | 49 2.26 I.Q!I 4.37 4.47 30 
Coal River 33] 33 | 51 2.07 2.06 4.13 4.79 .66 
Pocahontas 1.16 | 30 «| 42 | 1.88 2.06 3.04 | 4.60 66 
| 
*Variations in net delivered price due almost entirely to differences in grade of coal. 


tl 


Realizing that the southern opera- 
tors, due to their lower net delivered 
cost at lake ports, were obtaining the 
bulk of the lake-cargo tonnage, the 
northern carriers in 1925 brought be- 
tore the Commission a petition for an 
ncrease in the freight-rate differential 


Margin” covers depletion, depreciation, and return on investment. 


in favor of the northern operators, 
which was denied. The petition was re- 
newed in 1927 and this time was favor- 
ably reported on, despite the opposition 
of the southern operators and carriers. 

The Commission ordered a reduction 
of 20c per ton on rates on all shipments 
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from northern districts and a reduction 
of 10c per ton on shipments from the 
Fairmont district, intimating that sim- 
ilar rate reductions from the southern 
fields would not be approved. The fol- 
lowing table is designed to show the rate 
set-up both before and after the Com- 
mission’s order in 1927. 

It should be noticed that differentials 
which had been 15c under the old rate 
structure by the Commission’s order be- 
came 25c, 2c differentials were raised 
to 45c, and 4oc differentials were 
“jacked” to 60c. 

In summarizing the report, the Com- 
mission justified itself as follows: “In 
reaching our conclusions upon the ques- 
tion of reasonableness, we have taken 
into consideration the unusually favor- 
able circumstances and conditions sur- 


FREIGHT RATES FROM SELECTED FIELDS TO 
LAKE PortTs 























Aver-| Rate | Rate | Rate | Rate 

age per per per per 

District Mile-| Ton | Ton | Ton | Ton 
age (be- | Mile |(after)| Mile 

fore) 

mills mills 
Ohio No. 8 166 |$1.63 | 9.78 |$1.43 8.61 
Cambridge. 172 | 1.63 | 9.46 | 1.43 8.31 
Pittsburgh. 178 | 1.66] 9.32 | 1.46] 8.20 
Fairmont. . 261 | 1.81 | 6 93 | 1.71 6.55 
Kentucky 304 | 1.91 | 6.27 | 1.91 6.27 
Kenova 322 | 1.91 | §.92 | 1.91 5.92 
Thacker.... 347 | 1-91 | 5.49 | 1.91 5.49 
Kanawha 363 | 1.91 | §.26 | 1.91 5.26 
Big Sandy 383 | 1.91 | 4.97 | 1.91 4.07 
South Jellico 411 | 1.91 | 4.63 | 1.91 4.63 
Hazard 419 | 1.91 | 4.55 | 1.91 4.55 
Harlan 446 | 1.91 | 4.27 | 1.91 4.27 
McRoberts 469 | 1.91 | 4.06 | 1.91 4.06 
Tug River...| 397 | 2.06 | 5.18 | 2.06 5.18 
New River 420 | 2.06 | 4.82 | 2.06 4.82 
Pocahontas 432 | 2.06 | 4.76 | 2.06 4.76 








rounding the movement of lake-cargo 
coal, which make the rates thereon a 
class by themselves; the relatively much 
lower rates from the southern districts, 
which the carriers serving those districts 
find it profitable to maintain; the very 
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decided change in the relative tonnage 
of lake-cargo coal shipped from the 
complaining Pittsburgh and Ohio dis. 
tricts and the southern districts, respec. 
tively; the present depressed condition 
of the coal mining industry in the Pitts. 
burgh and Ohio districts; and the fact 
that the cost of service warrants a sub. 
stantial reduction in rates.” 

The southern carriers immediately 
filed a petition requesting a similar re- 
duction in their rates to southern opera- 
tors. This was refused, however, on 
the ground that such a reduction would 
create no new traffic and would consti- 
tute a further impairment of aggregate 
annual railway income. Southern opera- 
tors thereupon secured an injunction set- 
ting aside the Commission’s order. The 
circuit court, in granting the injunction, 
confined itself entirely to errors of law, 
pointing out that the Commission was 
mistaken in considering itself authorized 
by the Hoch-Smith Resolution to set dif- 
ferentials in such a way as to equalize 
industrial conditions. 

Following this injunction, the south- 
ern carriers immediately reduced rates 
sufficiently to restore the old differen- 
tials. In June the northern carriers an- 
swered with another decrease of 20¢, 
effective to December 31, 1928, which 
had the effect of reestablishing the in- 
creased differentials authorized by the 
Commission. Realizing that this war- 
fare could not continue indefinitely, the 
northern and southern carriers got to- 
gether in July, 1928, and agreed upon a 
set of compromise differentials, effective 
January 1, 1929. The new differentials 
lie midway between those prevailing 
from 1917 to 1927 and those prescribed 
by the Commission in 1927, and were at- 
tained by having the northern roads in- 
crease their rates on lake-cargo coal 20¢ 
while the southern carriers increased 
their rates 10c per ton. 
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Following the issuing of an injunction 
-o the southern operators, the Lake 
Cargo Case was brought before the Su- 
preme Court of the United States. This 
-ourt, however, has recently held that a 
ruling is unnecessary because of an ad- 
‘ystment of rates between the time that 
the appeal was taken and the time that 
the court heard the case. The effect of 
the court’s action is to leave in force the 


compromise rate differentials. 
Economics of the Lake Cargo Case 


During the evolution of our modern 
railroad system, certain principles of 
railroad rate-making have been devel- 
oped which govern not only the size of 
the individual rate but also the differen- 
tials which should exist between rates. 
These principles are by no means homo- 
geneous but rather are extremely con- 
flicting and contradictory. 

The first principle of rate-making is 
the so-called distance or cost principle, 
which has for its basis a consideration 
of the costs to the railroad of hauling a 
given unit of goods a given distance. 
Costs to the railroad do not increase di- 
rectly in proportion to distance covered, 
because terminal and handling charges 
form a large percentage of total costs, 
particularly in the case of heavy, bulky 
goods of which the value per unit of 
weight is low. 

The second principle is that of charg- 
ing “what the trafic will bear.” This 
principle has for its basis a considera- 
tion of the shipper’s costs of producing 
the goods. The railroad contemplates 
an adjustment of rates which will per- 
mit all producers to compete in the mar- 
ket on equal terms. In order to keep a 
producer in the market, the railroad will 
cut rates to that producer to the bare 
minimum of out-of-pocket expense in- 
volved in moving the goods; for surely, 


from the view-point of the railroad, it is 
better to take traffic which will pay a 
few cents per unit to the burden of fixed 
charges than to sacrifice the traffic alto- 
gether. 

The two principles of rate-making 
above defined, the “‘distance”’ principle 
and the principle of charging ‘‘what the 
trafic will bear,” obviously are ex- 
tremes. In the application of the first 
principle all attention is paid to the rail- 
road’s costs; in the application of the 
second principle all attention is paid to 
the producer’s or shipper’s costs. Ob- 
viously there is a third alternative—the 
principle of “‘blanketing’”’ rates. When 
rates are “blanketed” little attention is 
paid to either the railroad’s costs or the 
shipper’s costs. Distance is disregarded 
within the limits of the blanketed terri- 
tory—since the rate on a 200-mile haul 
may be the same as that on a 50-mile 
haul. The railroads are concerned with 
their own costs only to the extent of 
ascertaining that the rate applied is sufh- 
cient to cover out-of-pocket expense in- 
volved in the longest haul and are con- 
cerned with the shipper’s costs only to 
the extent of determining that the rate 
charged will not be so high as to impede 
or prevent a flow of goods to the market 
sufficient to satisfy the demands of that 
market. A single rate is put in force 
which applies to all shippers sending like 
goods to a common market, regardless 
of the distance of the shipper from the 
market or the shipper’s producing costs. 

The question now to be answered 
plainly is: What principle of rate-mak- 
ing is sound? The following factors 
lead to the belief that freight-rate dif- 
ferentials on heavy goods of relatively 
low value should be based upon differ- 
ences in the railroads’ costs: 

(1) If rates are based upon the rail- 
roads’ costs, an incentive will be offered 
to producers to reduce their costs, inas- 
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much as a producer can extend his con- 
trol over a market at the expense of 
competitors by passing on some of his 
savings to the consuming public in the 
form of lower prices. Where rates are 
based upon the principle of charging 
‘what the trafic will bear” there is ob- 
viously no incentive for the producer to 
reduce his costs of production. Altered 
rail-rate differentials will offset lowered 
production costs. 

(2) If rates are based upon the cost 
principle, active competition between a 
few well-financed and efficientiy-man- 
aged companies may be expected to en- 
sue. Application of the equalization 
principle may result in competition 
among many small, poorly-financed, in- 
efiiciently-operated, uneconomic produc- 
ers. Competition of this kind leads to 
periodic oversupply of the market, fluc- 
tuating prices, occasional shortages, and 
a total breakdown of quality and serv- 
ice. The Lake Cargo Case is a case in 
point. 

(3) Only those rates set upon the 
cost principle give the producer the 
benefit of his proximity to the market, 
an advantage to which he is entitled, 
inasmuch as he may have sacrificed cer- 
tain advantages (such as cheaper raw 
materials, more abundant and skilled 
labor, and cheaper power) pertaining to 
another plant site further removed from 
the market. 

(4) The railroad competes with 
other railroads and with steamship com- 
panies in transportation of heavy goods 
of low value relative to weight. If rates 
be set on the carriers’ costs, the existing 
competition among transportation com- 
panies will effect a situation in which the 
lowest cost carrier in a given territory 
will get the bulk of the business. There 
will be strong incentive for the railroads 
to reduce costs and there will be none of 
the indiscriminate rate-cutting which has 
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had a very harmful effect upon the car. 
riers in the past. 

Cost involved in transporting a unit 
of a given commodity a given distance 
on any railroad although difficult to de. 
termine, can be ascertained with a cop. 
siderable degree of accuracy, and bulky 
commodities of low value will continue 
to move even though the rate is made 
to cover out-of-pocket costs by a consid. 
erable margin. The plea is not that 
low-value goods be made to bear a pro- 
portionate share of all overhead, but 
rather that rate differentials in the trans- 
portation of such goods be based upon 
differences in costs of handling them. 

The most serious objection that may 
be raised against application of the dis- 
tance principle in rate-making is the 
effect which such an application would 
have upon the industrial status quo. 
Long before there was such a thing as 
regulation, the railroads undertook to 
equalize production costs. Railroads 
expanded to handle the traffic brought 
in under such rates. Uneconomical pro- 
ducers became established all over the 
country. A radical unsettlement of busi- 
ness and of established interests would 
result from a strict enforcement of the 
distance or cost principle at the present 
time, and for that reason cost differen- 
tials should be applied in any given case 
with extreme caution and only after 
careful consideration of all the factors 
involved. 


Costs of Railroads in Lake Cargo 
Trade 


The question arises, whether or not 
the cost principle can be utilized in the 
determination of rate differentials in the 
Lake Cargo Case. 

From the table on page 454 it will 
have been noted that, prior to the order 
of the Commission in 1927, the per-ton- 
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mile rail rates from the southern dis- 
cricts were slightly more than half as 
oreat as the per-ton-mile rates from the 
northern districts. The southern rail- 
-oads claim that this wide difference in 
rates per ton-mile is warranted by differ- 
ences in the carriers’ costs, while the 
northern roads state that such an asser- 
tion is preposterous. 

The following table, reproduced 
from the I. C. C. report, gives the total 
freight-operating expenses per revenue- 
ton-mile and the average hauls on all 
trafic for 1925 of the Pittsburgh and 
Lake Erie, Bessemer and Lake Erie, 
Baltimore and Ohio, and Pennsylvania, 
which serve one or more of the north- 
ern mining districts, and of the Chesa- 
peake and Ohio, Norfolk and Western, 
and Louisville and Nashville, which 
originate most of the lake-cargo coal in 
the southern West Virginia and Ken- 
tucky districts, and of the Hocking Val- 
ley, which participates in traffic from the 
latter districts: 








Total 
Freight 
Average} Operating 
Railroads Haul Expenses 
(miles) | per Revenue 
Ton Mile 
(mills) 
Pittsburgh & Lake Erie 60 9.40 
Wheeling & Lake Erie 03 7.98 
Bessi mer & Lake Erie 102 | 4.44 
Baltimore & Ohio 186 7.32 
Pennsylvania 196 8.43 
Hocking Valley 114 5.06 
Louisville & Nashville 215 6.93 
Norfolk & Western 272 4.21 
Chesapeake & Ohio 272 4.40 











This table clearly reveals the fact that 
unit Operating expenses are materially 
lower on the southern roads than on the 
northern ones. 

It is important to note that the unit- 
operating-expense statistics listed in the 
above table apply to all traffic carried 


by the road and not to lake-cargo coal 
alone. The southern carriers assert 
that their unit costs of transporting coal 
are materially less than their unit costs 
on all traffic carried, while the northern 
carriers’ unit costs of transporting coal 
are in effect considerably greater than 
their unit costs on all traffic carried. 

This assertion appears to be well 
founded. A study of the unit operating 
costs of the various roads as compared 
with their average hauls leads to the 
conclusion that physical characteristics 
of a road, its construction and equip- 
ment, and the volume and types of traffic 
carried have fully as important a bear- 
ing upon operating expenses per reve- 
nue-ton-mile as has the average length 
of haul. 

The southern roads are primarily 
coal carriers, built and equipped for efh- 
cient loading and transporting of coal 
in great quantities and concentrating 
upon transportation of coal to the prac- 
tical exclusion of all other traffic. The 
northern roads handle a varied assort- 
ment of traffic, passenger and freight, 
and are not essentially coal carriers. 
The advantage of the southern carriers 
is intensified by lower grades and longer 
hauls. 

It appears that the average cost per 
revenue-ton-mile of the southern roads 
is about 60% of that of the roads serv- 
ing the northern mines. Furthermore, 
it is apparent that the unit costs of 
handling coal for a road like the Nor- 
folk and Western are less than half 
those incurred by a road like the Penn- 
sylvania or the Pittsburgh and Lake 
Erie. Such conclusions would affect 
materially freight-rate differentials 
based on a cost basis. 

In the I. C. C. report on the Lake 
Cargo Case there is a study designed to 
show the differentials that should exist 
between the “overall” rates from north- 
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ern and southern mines to lake ports, if 
such differentials were to be built upon 
costs. The difference between the cost 
of moving a ton of coal from Pittsburgh 
to the ports and the cost of moving a ton 
of coal from various southern districts 
to the ports is estimated as follows: 





District Differential 
POO 6c ike2 ec sduaddctdecade essa 19C 
Kentucky ; ei pa aie acad aa 41c 
Kenova-Thacker-Kanawha ............ 46¢ 
a OS eer ee en 5 i aa Se 
New River . TTT ee eeee §9c 
Pocahontas ° ; a dane er ee 53c 
Hazard-Harlan-McRoberts . $§9¢ 
Tnese differentials can not be ac- 


cepted as they stand, however, inasmuch 
as certain questionable assumptions were 
made in obtaining them. It was as- 
sumed that haulage costs for the same 
length haul through Ohio were equal for 
both northern and southern roads and 
that assembly and delivery costs—load- 
ing and unloading costs—were the same 
for both sets of carriers. In view of the 
fact that a considerable part of the ton- 
nage from southern moves the 
entire distance to lake ports over roads 
not utilized by northern operators, and 
in view of the fact that the southern 
roads are primarily coalers and have ex- 
pended large sums to obtain high efh- 
ciency in assembling and loading, neither 
of these assumptions appears justified. 
The differentials also include a sum 
(not given) which is considered repre- 
sentative of the added cost of the south- 
ern roads due to greater empty return 
loads. Greater return loads were 
stressed by the northern railroads as an 
advantage which lowered their costs 
materially on lake-cargo trafic. The 
advantage of return loads on seasonal 
trafic like lake-cargo coal is more appar- 
ent than real. Delays incident to finding 
and securing return loads, and deliver- 
ing the loads at some destination other 


mines 
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than the mine, are apt to prove ex. 
tremely costly. 

Assuming in the case of all of the 
districts with the single exception of the 
Fairmont district, that 10c per ton rep. 
resents the margin by which the south. 
ern carriers’ costs were overestimated 
by inclusion of an allowance for re. 
turned empties, ef cetera, approximate 
cost differentials may be obtained which 
compare, as shown in the following 
table, with actual differentials, past and 
present. 

From the following comparison it ap- 
pears that the differentials in force up to 
August, 1927, were probably somewhat 
too low as measured by differences in the 
carriers’ costs. On the other hand, it is 
significant to note that the new rate dif- 
ferentials authorized by the Interstate 
Commerce Commission at the request of 
the northern carriers were with two ex- 


DIFFERENTIALS ON LAKE-CARGO SHIPMENTS 








Actual | Com- 
Actual} Differ- | promise 

Cost | Differ-| ential | Differ 

District Differ-| ential | Author-| ential 
ential | under| ized | Effec- 

Old |in1927] tive 

Rates y Jan., 

L.C.C. | 1929 

cents | cents | cents cents 

Fairmont 19 15 25 20 

Kentucky 31 25 45 35 

Kenova-Thacker- 

Kanawha 36 25 45 35 
sig Sandy 50 26 45 a5 
New River 49 40 60 50 
Pocahontas 48 40 60 50 
Hazard-Harlan- 

McRoberts 49 25 45 35 

















ceptions greater than could be justified 
by cost differences. 

It is also interesting to note that the 
compromise differentials agreed on by 
the various carriers—which were to go 
into effect on January 1, 1929—with the 
exception of Big Sandy and the Hazard, 
Harlan, and McRoberts differentials, 
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»form closely to such differentials as 
‘ht be set up on a basis of costs. 


briit | 


( 


Summary 


Enough has been said about the eco- 
nics of rate-making principles to 
show the dilemma in which the courts 
»d commission find themselves with re- 
card to the setting of railroad rates. 
[hey are obliged to make a choice be- 
ween certain definite but hopelessly con- 
tradictory principles of rate-making. 
[he choice which they make depends 
nartly upon their grasp of the economic 
s'gnificance of each of the principles and 
rtly upon their respect for vested in- 
‘ests. Much depends upon whether 
- not the courts and commissions, in 
aking their choice, are prepared to 
ke a long-time point of view. 
It is the opinion of the writer that 
e distinction between the principles 
ould be recognized by both courts and 
commissions and that a definite policy 
with regard to rate-making principles to 
be applied should be adopted. From 
the long-time point of view—and that is 
clearly the view which the commissions 
nd courts should take—there is no 
loubt that the cost principle in rate-mak- 
ig will serve best. It is recognized, of 
ourse, that the practical application of 
he principle must be subject to those 
imitations necessitated by the intrinsic 
value of the commodity in question as 
compared to its unit weight. Such limi- 
tations, however, bear entirely upon the 


question of relative rates, rates applying 


to various types of merchandise, and do 
not in the least alter the soundness of 


the conclusion that rate differentials 


] 


ipplying to any given commodity should 
est upon railroad costs. In establish- 
ng relative rates it is imperative to give 
onsideration to “what the traffic will 
‘ar.’ However, the determination of 


rate differentials on the basis of charg- 
ing ‘‘what the traffic will bear”’ is equali- 
zation, and equalization is pernicious 
and should be eliminated. 

Of course, under the circumstances of 
the case, speedy transition from applica- 
tion of one rate principle to application 
of another is impossible. The unsettle- 
ment to business generally and to estab- 
lished interests would be too great. The 
change should be made slowly, grad- 
ually, but with a clearly-defined purpose 
in mind: to put rate-making on a sound 
economic basis by eventually doing away 
entirely with the equalization principle. 

Plainly, if the view set forth in this 
paper were to be adopted by the commis- 
sions and courts, it would be imperative 
for the railroads to acquiesce, little as 
they would like doing so. Their case is 
far from a hopeless one, however, par- 
ticularly if the equalization principle is 
eliminated gradually. The railroads 
will be at liberty (1) to get high-cost 
producers along their lines to reduce 
costs of production, (2) to build up 
their volume in the goods which may be 
economically produced along their lines, 
and (3) to increase their own volume 
and consequently their profits through 
reduction of their own costs. 

It would perhaps be well to general- 
ize still further on the basis of certain 
conclusions reached in this paper. It 
has been admitted that relative rates as 
among industries must necessarily have 
some relation to ‘‘what the trafhc will 
bear.” This means that the Commis- 
sion, in authorizing the general scale of 
rates to apply to the various industries, 
must recognize that the low-value good 
can not possibly bear its full burden of 
overhead charges and that the high- 
value good may very properly bear more 
than its proportionate share. It most 
decidedly does not mean that the rail- 
roads should consider an_ industry’s 
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stage in the industrial cycle in setting 
freight rates to apply on the goods of 
that industry. Equalization as among 
industries by the manipulation of freight 
rates is as unsound as equalization 
within an industry accomplished by bas- 
ing differentials on ‘‘what the traffic will 
bear.”’ 

It is well that this point should be 
strongly emphasized at the present time, 
since the Interstate Commerce Commis- 
sion quite obviously considers itself 
authorized by the Hoch-Smith Resolu- 
tion to effect such equalization. In fact, 
many consider that the decision of the 
Interstate Commerce Commission on 
the Lake Cargo Case represented a 
more or less frank attempt at equaliza- 
tion within an industry and that the 
Commission’s interpretation of the 
Hoch-Smith Resolution made possible 
the decision. Such was the view of the 
circuit court in West Virginia which 
granted the southern operators the 
requisite injunction nullifying the Com- 
mission’s order. 

There are two possible interpreta- 
tions of the Hoch-Smith Resolution, 
which declares that the Commission in 
setting rates should consider the condi- 
tions which at any given time prevail in 
various industries in so far as it is le- 
gally possible to do so, “to the end that 
commodities may freely move.” Ac- 
cording to one interpretation, the Hoch- 
Smith Resolution is a general declara- 
tion that freight rates shall be so ad- 
justed as to provide the country with an 
adequate system of transportation, a 
general declaration which can do no par- 
ticular good but which also can do no 
particular harm. According to the in- 
terpretation of the Interstate Commerce 
Commission, however, Congress by the 
passage of the Resolution conferred 
upon the I. C. C. the power to equalize 
industrial conditions, to exercise com- 
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plete control over the economic develop. 
ment of the country. 

This interpretation not only is faulty 
in its economics but also is highly dan. 
gerous in its possible consequences, 
Goods of the depressed industry would 
be thrust upon the market at the very 
time when the best thing possible for the 
industry would be a reduction in supply. 
The Commission, in its desire to see 
goods of depressed industries moving, 
might force rates below the point where 
even direct out-of-pocket expenses in- 
volved in moving the goods are covered, 
doing great injury to other industries 
and the railroads themselves. Lastly, it 
may well be questioned whether any 
body of men is competent to exercise 
such tremendous power or has the right 
to an economic dictatorship over the 
various sections of the country. 

As for the Lake Cargo Case itself, 
attempt has been made in this study to 
work out a set of differentials based 
upon costs to the carriers of handling 
the trafic. The differentials obtained 
are no better than rough approxima- 
tions, but they do suffice to show that a 
rate structure could be set up by the 
Commission which would give to all pro- 
ducers full enjoyment of such advan- 
tages as they possess. Proximity to the 
market would be recognized in so far as 
was permitted by railroad costs; produc- 
ers’ costs would bear no relation to rate 
differentials. 

The differentials computed in_ this 
study also tend to show that the cost 
principle of rate-making could be ap- 
plied to the Lake Cargo Case without 
giving rise to any undue disturbance of 
vested interests. Cases can easily be 
imagined where application of the cost 
principle would have a much more far- 
reaching and radical effect. This being 
the case, it appears that the Lake Cargo 
Case offered to the Commission and to 
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the Supreme Court an admirable oppor- 


tunity for distinguishing between the 


economically sound and the economi- 
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cally unsound in railroad rate-making 
and its regulation by a governmental 
agency. 
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INCIDENTAL POWERS OF NATIONAL BANKS: 
A RECENT EXTENSION 


By JOHN E. McCALLUM 


I 


OR a number of years students of 
F banking have been conscious of an 
increasing competition between national 
and state banks. It has been claimed 
that state banking institutions, under 
their charters, enjoy more liberal powers 
than those granted by the statutes 
under which national banks operate. 
This is true in general, though in vary- 
ing degree in different states. Today 
the ability of any bank to attract new 
accounts and hold old ones depends upon 
the services it can and does offer. Be- 
cause competition has assumed the form 
of greater service to and cooperation 
with the depositor, national banks find 
most welcome all extensions of their 
powers which tend to place them on a 
basis more comparable with that of 
their competitors. 

State legislatures have always given 
sympathetic support to amendments 
aiming at the maintenance and improve- 
ment of the competitive position of state 
organized banking institutions. The 
federal government has made several 
changes in the national banking laws 
with a view to improving the competi- 
tive position of the national banks. In 
a friendly way, therefore, these rival 
banking institutions each enjoy the pat- 
ronage of the legislative bodies which 
created them. 

From their inception the national 


banks have been associated in an im- 
portant manner with the federal govern- 
ment and the general credit condition of 
the country as a whole. The passage 
of the Federal Reserve Act and the or- 
ganization of the reserve system have 
increased the importance of the national 
banks. With the passing of time, it 
becomes more and more essential that 
these institutions be preserved in their 
competition with the state organized 
commercial banks. Many state banks 
are in the reserve system, but their mem- 
bership is purely optional. The future 
effectiveness of the reserve system in 
large measure depends upon the size of 
its membership. Since the national banks 
are automatically members in this sys- 
tem, it is important that this form of 
organization be made increasingly at- 
tractive. 

The last annual report of the Federal 
Reserve Board records an increase in 
the working assets of all banks in the 
reserve system, but a decrease in the 
number of national banks. While the 
former figure is the more significant, the 
decrease in membership is not entirely 
favorable. Mergers of national banks 
with state banks were the most impor- 
tant cause of this reduction in numbers. 
Some state banks have been disinclined 
to give up their state charters in the 
course of merging with a national bank. 
As a result some national banks have 
reverted to state organized institutions. 
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The figures of this report offer conclu- 
sive proof of the continuing attractive- 
ness of state charters as contrasted with 
national bank charters. 


II 


There are two methods of strength- 
ening the competitive position of na- 
tional banks, and thereby stimulating 
this form of organization and thus add- 
ing to the membership of the reserve 
system. 

One method consists of granting addi- 
tional powers by a statutory enactment. 
This means has been used on several 
occasions. The power to deal in bank 
acceptances was extended in this man- 
ner to all national banks. Trustee 
powers have been made available to na- 
tional banks wherever they are compet- 
ing with state institutions enjoying these 
powers. The Supreme Court decision, 
in the first case to arise after the statu- 
tory extension of trustee powers, said: 

: plainly the particular functions 
enumerated in the statute were conferred upon 
national banks because of the fact that they 
were enjoyed as the result of state legislation 
by state corporations, rivals in a greater or less 
degree of national banks. 

The other method of improving the 
position of our national banks is to be 
found in a broader interpretation by the 
courts of the existing statutes. This 
may result in the development of new 
principles or in a new interpretation of 
material facts. Every legal case raises 
its own set of facts. The incidental 
powers of national banks include all 
“reasonable” banking powers. So the 
court has an opportunity to change its 
idea of “‘reasonable’”’ powers and there- 
by to avoid any overstepping of earlier 
principles. 

The law gives to the business man the 
impression that it always finds a prece- 
dent for decisions on current situations. 
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Yet those familiar with the trend of 
judgments can discover in the attitude of 
the courts a distinct evolution of ideas, 
In each new case these observers see ey). 
dence of the court adjusting itself to 
new economic phenomena. In the hands 
of the higher court judges there rests 
the privilege of making out-of-date stat- 
utes serve the needs of present-day busi- 
ness. The judiciary has exercised this 
privilege in the extension of “‘incidental 
powers” of national banks in one of its 
recent decisions. 

As an example of modification of the 
force of statutory enactments by judicial 
decision, the case of Norton Grocery 
Company v. People’s National Bank of 
Abingdon* appears to be of particular 
significance. The decision in this case 
(October, 1928) seems to represent an 
extension of the “‘guarantee” powers of 
national banks. That the court called 
the contract under consideration one of 
“advancement” rather than “guarantee” 
seems only to have been a precaution 
taken to avoid a confusion with previous 
decisions on very similar contracts. In 
the Norton Grocery Company case the 
court pioneered a real difference with 
earlier cases. Essentially the facts were 
quite similar to previously discussed sit- 
uations, yet a new attitude toward, or 
interpretation of, “‘sole benefit’ was 
evolved. The decision warrants the 
careful consideration of the business 
man. 


Il 


The essential facts of the Norton case 
were as follows: 

In the regular course of its business 
the bank became creditor of a contract- 
ing firm. After this partnership had 
exhausted its money and credit, a trus- 


1 First National Bank of Bay City v. Union Trust 


Co. (Oct. 1916) 244 U. S. 416. 
2144 S. E. sor. 
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tee, appointed to continue the work, also 
-eached the end of his resources without 
completing the contract. Creditors, in- 
cluding the bank, were likely to lose 
everything due them. Therefore, an 
agreement was drawn up and signed be- 
tween the creditors and the bank for 
securing credit to permit completion of 
the work. 

The material and supply creditors 
were entitled, as collateral security for 
advances already made, to all monies 
coming into the hands of the trustee for 
further progress on and final completion 
of the contract. On their side these 
creditors agreed to waive their right in 
favor of the bank. They agreed to se- 
cure the new loan and the old loan of the 
bank with all sums coming thereafter 
into the hands of the trustee, provided 
the bank advanced sufficient money to 
complete the work. On its side the bank 
guaranteed the payment to the creditors 
for all goods and merchandise furnished 
the trustee from the date of the agree- 
ment until the bank should itself give 
notice of withdrawal of this guarantee. 

As the case makes clear, there were 
certain risks involved under this con- 
tract, but the bank in entering upon this 
agreement was acting in its own interest. 
In consideration for a preferment of its 
previous loan, the bank made the con- 
cession of guaranteeing payment to the 
others for all supplies furnished the trus- 
tee between the date of the agreement 
and the completion of the work. The 
agreement was an ordinary business con- 
tract involving the ordinary risks of 
such an undertaking. Obviously the 
court felt that this form of cooperation 
by a national bank in the salvaging of a 
bankrupt undertaking was wise, for the 
decision upheld the validity of the con- 
tract, thus making it necessary for the 
bank to indemnify the creditors at a loss 
to itself. 


IV 


In order to appreciate the novelty of 
this decision, one must precede a closer 
examination of the decision in the Nor- 
ton case with a consideration of previous 
cases on ‘‘guarantees.”’ 

The principle behind the courts’ oppo- 
sition to contracts of guarantee by na- 
tional banks has been well expressed in 
the case of Second National Bank of 
Parkersburg v. United States Fidelity & 
Guarantee Company.’ In the course of 
its decision of this subject the court said: 

The limitations contained in the foregoing 
section were intended to insure the safe man- 
agement of the affairs of a national bank, so as 
to protect the owners thereof in the safe con- 
duct of its affairs, and as a guaranty that the 
management of such bank should at all times 
be free from speculation, the assumption of 
undue risks, or the doing of anything else 
calculated to injure the public by impairing the 
credit of the bank. 


The basis for this principle may be 
found in the belief, previously existing, 
that bank officers were not well versed in 
the risks attendant upon business under- 
taking beyond the problem of granting 
ordinary commercial credits. The ex- 
tension of banking functions in recent 
years was not anticipated. Today banks 
are expected to cooperate more com- 
pletely with their depositors than in the 
days of small, personally-owned banking 
institutions. At present many banks 
occupy the position of specialists in the 
granting of credit to particular indus- 
tries. The officers of such banks know 
the problems of their industry and can 
lend with less risk than could any other 
credit institution. All bankers are better 
fitted now than formerly to appraise the 
credit risks of the companies they serve. 


A bank may discount and rediscount 
customers’ notes, but it may not purchase 


3 266 Fed. 490. 
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or sell such negotiable instruments.* 
This restriction has probably arisen in 
an early attempt to preserve the inti- 
mate relationship between the banker 
and his depositor. When a bank redis- 
counts a customer’s note, it does in fact 
become a guarantor of this instrumént. 
The distinction between discounting and 
selling is a fine one but one that is very 
strictly enforced by the courts. Fortu- 
nately this restriction makes little real 
difference to the individual bank. Ac- 
cess to the Federal Reserve Banks 
makes discounting readily available. 

Acceptances may be bought and sold 
by banks. Here the excuse for permit- 
ting the bank to sell its endorsement 
seems to lie in the impersonal nature of 
the transaction. Furthermore, the 
draft, which later becomes an accept- 
ance, comes into existence with a bill of 
lading attached. The credit estab- 
lished by this type of paper is therefore 
closely allied to the existence of goods in 
trade. The proceeds from the sale of 
these goods supply a final security and 
make this form of guarantee a particu- 
larly sound basis for credit. 

Endorsements of notes or acceptances 
place the bank squarely in the position 
of guarantor. The bank seldom handles 
the funds involved in the transaction of 
which the acceptance is the evidence. 
Again the difference between this trans- 
action and one in which the bank guar- 
antees the expenditures of a third party 
is a very fine one. 

Preparatory to reaching a decision in 
the Norton case the court reviewed 
the status of ultra vires contracts. As 
to ultra vires contracts it concluded: 

(1). a contract of a corporation 
which is ultra vires in the proper sense—that 
is to say, outside the object of its creation as 
defined in the law of its organization, and 
therefore beyond the powers conferred upon it 
by the legislature—is not voidable only but 
wholly void and of no legal effect. 
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(2). when a contract is once de. 
clared ultra vires the fact that it is executed 
does not validate it, nor can it be ratified. ¢> 
as to make it the basis for a suit or action, nor 
does the doctrine of estoppel apply. 

The problem involved in the Norton 
case was one of determining whether or 
not the contract was ultra vires in the 
case of a national bank. Where a con. 
tract is of a nature not specifically enum. 
erated in the provisions of the bank's 
charter, reliance must be placed upon the 
inclusive phrase, “incidental powers.” 
The Norton case was heard under this 
head. Earlier discussions of the court 
had established certain guiding princi- 
ples. The more important were as fol- 
lows: 

(1) A contract of guaranty is ultra 
vires if it is entered upon for the sole 
benefit of another. Under this general 
principle, in the case of First National 
Bank of Tallapoosa vy. Monroe, the 
court said: 

the provisions (of the stat- 
ute ) do not give power to a national 
bank to guarantee the payment of obligations 
of others solely for their benefit, nor is such 
power incidental to the transaction of the 
business of banking. 

(2) A guaranty of the credit of an- 
other for his benefit is ultra vires. So it 
was decided in the case of Howard © 
Foster Company vy. Citizens’ National 
Bank of Union,® where the court held: 

. it has been settled beyond contro- 
versy that a national bank under the federal 
law, being limited in its powers and capacity, 
can not lend its credit by guaranteeing the debt 
of another. All such contracts . . . are 
ultra vires, and not binding as such upon the 
corporation. 

This was a case in which the bank 
guaranteed the credit of a clothing com- 


* Farmers’ &@ Mechanics’ Bank v. Baldwin, 23 
Minn. 198; First National Bank of Rochester v. F. 
M. Pierson, 24 Minn. 140. 

53135 Ga. 614; 69 S. E. 1,123. 

® 133 S.C. 202; 130 S. E. 758. 
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pany for all debts incurred in the pur- 
chase of new merchandise. The pur- 
pose of the contract of guaranty was to 
“carry” the business to more prosperous 
times in the hope that something over 
and above the new loan might be ob- 
tained for the bank. This situation is 
very analogous to the Norton case, 
where the bank guaranteed the debts of 
the trustee in order to permit comple- 
tion of the road job. One difference, of 
course, lies in the bankruptcy value of 
the two concerns. The uncompleted 
road contract was worthless; the cloth- 
ing business could have been liquidated 
at some price—but only at a figure that 
meant a total loss to the bank. 

From the bank’s point of view, the 
contract with the clothing company pre- 
sented less risk than was involved in the 
Norton case contract. The bank was 
almost certain to realize the full amount 
of its advances for the purchase of new 
stock for the clothing business. Care 
could be exercised in securing a sufficient 
mark-up to cover all merchandising 
costs. In the Norton case, while the 
further sums to be secured for comple- 
tion of the contract were ascertainable, 
the cost of the necessary supplies could 
not be accurately determined before- 
hand. When the bank undertook the 
contract in the Norton case, it felt rea- 
sonably certain of a safety margin. The 
actual results of completing the contract 
attest the inaccuracy of the original 
forecasts. 

(3) “A guaranty in part 

for the sole benefit of another 
is ultra vires.”’ Such was the decision in 
Appleton v. Citizen’s Central National 
Bank of New York.’ 

In this case there was a guaranty for 
a loan of $12,000. Out of the proceeds 
thereof $10,000 was to be paid on an 
earlier loan to the “guarantor” bank. It 
was held that “the contract was in the 


nature of a collateral undertaking.” 
Looking to the fact that ‘‘as to the ex- 
cess $2,000 the guaranty was for the 
sole benefit of another,” the court de- 
cided the contract was u/tra vires in the 
case of a national bank. 

The Norton case has much in com- 
mon with this case. As in the Appleton 
case, the Norton case guaranty was cer- 
tainly for the benefit of all the creditors, 
and not for the protection of the bank 
alone. Asa creditor in the Norton case, 
the bank was only one among several of 
those interested financially in the com- 
pletion of the road work. No one can 
deny that the guaranty was not to the 
benefit of the bank, but the contract un- 
avoidably redounded to the benefit of 
the material men. What of the supplies 
they carried in stock in anticipation of 
the needs under the road contract? 

A new distinction makes the Norton 
case significant. The wording of the 
final decision of the court makes it quite 
clear that the court was consciously set- 
ting up a new interpretation: 

when we look at the substance of 
things the contract in judgment is not a con- 
tract of guaranty, as that term is used in the 
cases relied on, but in fact only a contract for 
advancements. 

In earlier cases, whenever the inter- 
ests of other parties protruded upon the 
interests of the guaranteeing bank, the 
contract was declared void. The Nor- 
ton case recognizes the fact that every 
contract has two benefits to bestow. 
Two parties will not join in an under- 
taking where they may not each expect 
to secure an advantage. 

Under the Norton contract the bank 
made a bargain with the secured credi- 
tors. In consideration for the prefer- 
ment of what it already had in the ven- 
ture, the bank agreed to advance sufh- 
cient money to complete the work. Of 


T7390 N. Y. 417; 83 N. E. 470. 
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course it must have been recognized that 
the undertaking might prove unprofit- 
able, but in completing the road contract 
lay the only hope of saving anything. 

National banks must often be faced 
with situations fundamentally the same 
as that described in the Norton case. In 
the past national banks have had to 
abandon their earlier loans and take 
their loss because of their inability to 
negotiate any contract recognizing the 
prior claims of other creditors. 

Until this case was decided, the trend 
of judgments had not benefited national 
banks in their competition with those 
state banks whose powers are more 
broadly stated. As a result of the latest 
decision, national banks will no longer 
have to defer to state banks in succoring 
the business of depositors whose credit 
is so strained as to make some special 
guaranty a necessary criterion of any 
further credit extension. Where state 
and national banks previously were on 
an equal basis in this regard, the new 
ruling should prove of equal value to 
both types of institutions. 

It was rather in a spirit of paternal- 
ism that our earliest banking statute was 
enacted. And the courts have continu- 
ously upheld the principle that banking 
should remain banking with as few ex- 
cursions involving “‘business’’ risks as 
possible. The competition of state 
banking institutions endowed with 
broader powers has caused Congress to 
grant national banks new privileges, 
such as trustee powers and the right to 
deal in acceptances. Now the courts 
have come to realize that the public may 
be injured, along with the national 
banks, by too narrow an interpretation 
of the statutory powers. There was a 
time in the early years of banking when 
it seemed advisable to restrict banking 
powers to maintenance and stabilization 
of bank credit. The days of recurrent 
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and frequent bank failures are past. |; 
is time for an “about face” in the matter 
of regulation. Today banks are compe. 
tent to look after themselves in most 
of their credit operations. National 
banks need the broader powers which 
the courts seem inclined to give them in 
order that they may successfully deal 
with present-day credit problems. 


VI 


Trustee powers were accorded na- 
tional banks with the passage of the 
Federal Reserve Act of 1913. Not 
until 1928 was the decision of the Nor- 
ton case rendered. There was good rea- 
son for the greater caution in extending 
the “guaranty” power. 

Few people realize the completeness 
with which trust activities are divorced 
from the commercial activities of a 
bank. For success in the trust depart- 
ment a type of credit judgment is re- 
quired that is quite different from that 
utilized in the commercial department. 
The different view-point required of a 
trust manager suggests that banks going 
blindly into this field are inviting re- 
verses. Fortunately for the sharehold- 
ers of a bank, the assets of the commer- 
cial department are not endangered by 
the trust activities of the institution. 

The extension of .the commercial 
powers of national banks holds greater 
possibilities of risk to bank shareholders 
and depositors than the opening of a 
trust department. It is well that these 
powers are increased only slowly. How- 
ever, when the need arises for facing 
greater risks or losing completely a part 
of the business, it is important that our 
legal machinery provide the means ot 
quickly meeting the situation, and with 
better judgment than might be exhibited 
in a modifying statute. A broader in- 
terpretation by the courts is desirable. 
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CASE STUDIES IN BUSINESS 


THE ACCOUNTING DISPOSITION OF AN INCREASE IN 
ASSETS CAUSED BY REVALUATION 


valuation of corporation assets is 
one of the reasons for the growing 
lesire for some standardization in ac- 
counting procedure. Every business ex- 
ecutive should understand what consti- 
tutes adequate and accurate accounting 
ind he should demand it in his business. 
There is no justification for deceptive 
iccounting. The purpose of accounting 
s to furnish records from which infor- 
mation can be derived for financial state- 
ments which will be true pictures of the 
particular phases of the business that 
they are supposed to represent. A finan- 
cial statement, furthermore, should be 
so presented that those for whom it has 
been prepared can reasonably be ex- 
pected to secure the information to 
which they havea right. If the account- 
ing disposition of a revaluation increase 
is properly made, there will be a reflec- 
tion of it on a financial statement which 
will constitute notice to the interested 
In this connection the Piggly 
Wiggly case merits study. 


¥ [E increasing frequency of the re- 


parties. 


THe PicGty WiGGLY CORPORATION! 


Among the assets on the balance sheet 
of the Piggly Wiggly Corporation as of 
December 29, 1922, were certain intan- 
gibles, “Patents, Copyrights, License 
Contracts, et cetera,” exhibited at the 
values given them at the time of the in- 
corporation of the company in 1918. In 
| report of the same date, a committee 


Adapted from W. A. Titus et al. v. Piggly Wig- 
g'y Corporation, Court of Tennessee Appeals, Vol. 
1925-1927, p. 184. 


of the board of directors, however, rec- 
ommended that the valuation of the in- 
tangibles be written up to amounts more 
nearly expressive of their improved 
earning power. A copy of this report 


follows: 
December 29, 1922. 
To the Board of Directors of 
Piggly Wiggly Corporation. 
Gentlemen: 

The undersigned, your committee appointed 
to consider and reappraise the value of certain 
items carried in the assets of the corporation, 
beg leave to report as follows: 


The item heretofore carried as patents, 
copyrights, license contracts, etc., $810,- 
000, covers the patents and license con- 
tracts from which the earnings of the cor- 
poration are chiefly derived, and is the 
value first set up when the company was 
organized, and as the earnings from such 
patents and license contracts now substan- 
tially exceed the earnings at the beginning 
of our corporation it is manifest that said 
item is far below the value of the patents 
and license contracts thus covered. 

In view of these facts we believe the 
value of the patents, license contracts, 
etc., covered by the item above named 
should be reappraised, and recommend as 
follows: 

That in lieu of the item now carried 
under the head—Patents, Copyrights, Li- 
cense Contracts, etc.,—$810,000, the fol- 
lowing items be substituted : 


License Contracts ........ $2,810,000 
Patents, Copyrights, Trade-marks, 
Trade names, etc....... $1,500,000 


We also note that 50,000 shares of Piggly 
Wiggly Stores, Incorporated, Class B Stock, 
are carried at only $5,000 in the assets of the 
company and believe that this stock should be 
carried at $30 per share, and therefore recom- 
mend that there be added to the table of as- 
sets the item—50,000 shares Piggly Wiggly 
Stores, Incorporated, Class B, $1,500,000. 
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We recommend that the proper bookkeep- 
ing entries be made to incorporate these in- 
creased valuations in the assets of the corpora- 
tion and proper credit therefore given to sur- 
plus account. 

Respectfully submitted, 
R. L. Jordan Walker L. Smith 
R. Leedy Matthews Clarence Saunders 


and W. W. Bradford 


The report of the committee was ap- 
proved by the board, the valuation of 
the properties in question was increased 
$3,500,000, and the increase was cred- 
ited to earned surplus, thereby augment- 
ing this amount from $1,129,000 to 
$4,629,000. 

The Piggly Wiggly Corporation was 
a manufacturing concern operating un- 
der patent rights for the production of 
store fixtures and equipment. It sold 
its product to limited-agency licensees, 
who did a merchandising business under 
the Piggly Wiggly trade name and Pig- 
gly Wiggly system of operating self- 
serving stores and who paid, as consid- 
eration for the use of the Piggly Wiggly 
name and patented store fixtures, a roy- 
alty of one-half of one per cent. of gross 
sales. Not long after the incorporation 
of the company, when it had procured its 
patent rights and a certain limited num- 
ber of royalty contracts from the indi- 
vidual who was then its president, an- 
other corporation was organized as a 
subsidiary to do a merchandise business 
under the Piggly Wiggly Corporation 
system, employing fixtures, equipment, 
and trade name of Piggly Wiggly in 
operating self-serving stores and paying 
the parent corporation royalties on 
gross sales as did other limited licensees. 
The name of this new corporation was 
Piggly Wiggly Stores, Incorporated, 
and the effect of its organization, in 
broadening the use of the Piggly Wig- 
gly name and of the product of the Pig- 
gly Wiggly Corporation, was materially 


to increase the earning power of the 
corporation. 

The general profit and loss statement 
for the year 1920, one year following 
incorporation, showed $494,331.87 in 
gross revenues from factory profits, 
monthly license or royalty fees, and 
miscellaneous sources. Of the total 
profits for the year, the sum of $251, 
435-03 was realized from the royalties 
or license fees. In 1921 the amount 
earned from royalties was $257,242.50; 
from factory operations, $77,437.55; 
from initial license fees and interest, 
$4,152.23; and from variety stores, 
$5,537.59. These sources gave a total 
of $344,369.87. The year 1922 re- 
sulted in an earnings total of $790,- 
138.62, of which $310,923.46 came 
from license fees and $479,215.17 from 
earnings of the factory. In 1923 the 
gain from license fees amounted to 
$423,407.62; from factory operations, 
$128,914.29; or a total of $552,321.91. 
The operating expenses for the several 
years were as follows: for 1920, $81,- 
251.20; for 1921, $95,074.27; for 
1922, including an item of $39,329.64 
for advertising and an increase in sal- 
aries and legal services, $146,198.92; 
and for 1923, $98,190.84. Thus it will 
be seen that for the purchase of the Pig- 
gly Wiggly patents and licensee con- 
tracts, for which the company had paid a 
sum of $810,000, one could find ample 
justification in the net-earnings history 
of the business during the first four 
years of its operation. 

Some time prior to this act of revalua- 
tion, but also in 1922, the directors of 
the company had commissioned one of 
their number to trade on margin in the 
stock of Piggly Wiggly Stores, Incorpo- 
rated, and by the close of 1923 it tran 
spired that these stock transactions had 
resulted in losses amounting to $2,529, 
ooo. Without the revaluation increase 
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of $3,500,000 already noted, these 
losses would have caused the accounts 
of the company to show a serious capital 
mpairment. But with the revaluation 
ncrement booked as earned surplus, the 


surplus position of the year before was 
preserved, and the company was repre- 
sented as being in a condition which per- 
mitted lawful dividends. The company 
proposed to pay a preferred-stock divi- 
dend. 

Following the transactions thus indi- 
cated, an attempt was made in 1924 on 
the part of stockholders to have a court 
declare, under the Declaratory Judg- 
ment Act, that the revaluation of the in- 
tangibles of the company had been un- 
warranted and, hence, that the business 
was not in a position to declare divi- 
dends until the capital impairment had 
been made good through the accumula- 
tion of earnings from operation. 

A friendly suit resulted from conflict- 
ing opinions. Questions were submitted 
as to whether the capital of the corpora- 
tion was in fact and in law impaired at 
the time the directors declared the pre- 
ferred-stock dividend; whether there 
were net earnings from operations out 
of which the proposed dividends could 
be paid; and whether the corporation 
had the legal right to revalue the patent 
rights, trade name, and good-will of the 
corporation purchased by it, and also to 
revalue the contracts for the operation 
of stores by limited agents or licensees 
of the corporation. 

The judge preceded his ruling with a 
statement which involved the following 
mixed line of reasoning. At first the 
judge argued the importance of the pur- 
pose—“‘If capital assets had increased 
in actual value, there should be no objec- 
tion to a revaluation, providing that the 
purpose was to have the valuation of 
assets reflect the actual current financial 
condition and not to cover a deficit re- 
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sulting from losses of capital assets or 
to restore an impairment of capital.” 
But the judge then proceeded to justify 
revaluation regardless of purpose—‘‘If 
a proper revaluation fixed the value at 
the real or actual value, the fact that a 
pre-existing or subsequent deficit was 
thereby covered or an impairment re- 
stored, does not make the revaluation 
any the less warranted.” 

Regarding the payment of dividends 
out of surplus, he made the following 
ambiguous statement, ‘However, any 
increase in the value of assets should not 
have been considered surplus out of 
which dividends were payable, since such 
a surplus so created had not been real- 
ized. Though the Delaware Act pro- 
vides that the payment of dividends 
shall be made out of realized earnings 
or profits, there is no reason why divi- 
dends can not, in general, be paid out of 
surplus created from the increased value 
of assets, where the total valuation truly 
reflects the actual value, provided the 
increased profits from such sources have 
been actually realized from the surplus 
thus created, and in which the capital is 
left unimpaired.” 

Regarding the Piggly Wiggly case, he 
reasoned that ‘‘a surplus was created by 
a revaluation of the assets, since the ad- 
mitted losses of $2,529,000, when 
charged against the assets and _ this 
newly created surplus, still left the capi- 
tal stock of the corporation unimpaired 

The net result of these opera- 
tions was a balance sheet which showed 
the actual financial condition of the cor- 
poration at the date the losses were 
charged off If the losses sus- 
tained by speculation on margin had 
been charged against the surplus, and 
after so doing the capital remained un- 
impaired, then the corporation could 
have paid dividends out of accumulated 
earnings and the losses would not have 
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had to be charged against the earnings, 
since the losses would have already been 
properly charged against the surplus, 
leaving the capital stock unimpaired.” 

‘The accumulated profits or earnings 
of the corporation appeared to be $600,- 
ooo, and after deducting all items and 
reserves for taxes to be paid out of the 
accumulated profits, there would remain 
an amount in excess of the accumulated 
dividends of about $220,000 on pre- 
ferred stock. By authorizing and sus- 
taining the action of the directors in re- 
valuing the capital assets, and by per- 
mitting the revaluation as made to stand, 
there is no actual impairment of the cap- 
ital stock of this corporation. The cor- 
poration could legally pay the proposed 
dividend out of the accumulated profits, 
which appeared to be sufficient without 
considering any surplus created by a re- 
valuation.” 


Commentary 


The problem that faced the company 
involved the accounting disposition to be 
made of the increase in the asset total 
caused by the revaluation. The com- 
pany credited the increase to earned sur- 
plus. 

By crediting the revaluation increase 
to earned surplus, the company violated 
accounting principles applying both to 
sound business and to the rights of inter- 
ested parties. The management, by ac- 
cepting such a financial statement, could 
easily have been misled with reference 
to the corporation’s financial position 
and consequently declared dividends 
that were not only contrary to sound 
financial considerations but prejudicial 
to the rights of interested parties. 
While a small amount of working capi- 
tal normally indicates, from the financial 
point of view, the unsoundness of any 
distribution of a surplus, yet the exist- 
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ence of a relatively large surplus tends 
to create in the minds of certain inter. 
ests the idea of an unwarranted with. 
holding of dividends. An active and 
aggressive demand for dividends. 
based upon such a statement as resulted 
from including the revaluation of assets 
in the item of surplus, might result in 
illegal dividends. A corporation subject 
to the Delaware law, as was the Piggly 
Wiggly Corporation, is governed by the 
provision that dividends are limited to 
accumulated profits and, further, that 
illegally-declared dividends are jointly 
and severally chargeable against the re- 
sponsible directors in the event of corpo- 
rate dissolution or insolvency. A dis- 
tributable surplus must be determined 
and this determination rests on two 
fundamental principles: first, that divi- 
dends to be declared must be earned; 
and, second, that the stated earnings are 
truly profits and nothing else.? 

Profits are the essence of business, 
and accounting is the tool which business 
uses to determine what they are. The 
bookkeeping figure for profits must be 
accepted, in any case, only if it is in 
accord with the fundamental concept re- 
garding profits. But unless there has 
been an unusual factor which has or 
might have influenced the profit figure, 
the established bookkeeping procedure 
can be relied on to furnish a trustworthy 
figure. When there has been an unusual 
occurrence, such as an increase in the 
amount of earned surplus as a result of 
a revaluation of assets, the accounting 
procedure must be examined to see if it 
is capable of treating properly that un- 
usual occurrence. 

In examining the accounting proce- 
dure for determining profits, one should 
realize that it has been influenced by the 
three purposes for which it is used, 


2 Wesp v. Muckle et al. 120 N. Y. S. 976 (1910). 
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namely, taxation, the law in courts and 
statutes, and business or finance. From 
the taxation point of view profits are 
aftected by exclusions, credits, and nor- 
mal deductions. From the legal point 
of view the assets must be greater than 
capital and debts before any distribution 
of surplus can be made. A surplus le- 
vally is distributable if its diminution 
will in no way impair the capital of the 
corporation. Such a surplus results 


from profitable operations, where all ex- 


to current costs or to the capital account. 
[he distinction is between capital and 
income—capital must not be impaired 
by dividend disbursements, while income 
accumulations form a distributable sur- 
plus. The business aspect necessitates 
in appreciation of losses that negative 
the validity of the current operating 
statement, such as changes in dollar 
value, changes in cost of replacing physi- 
cal plant, extra-periodic cost of opera- 
tion, and losses due to unfavorable 
shifts in the business cycle or otherwise 
traceable to economic changes. Despite 
the fact that assets are in excess of out- 
side debt and capital, any such increase 
may be retained to meet contingencies. 
Business should maintain itself out of 
earnings; therefore, the responsibility 
of abstaining from declaring dividends 
from funds that are needed to maintain 
the investment devolves upon manage- 
ment. The principle of limited liability 
infers the retention of certain equities, 
and dividends should not be declared ex- 
cept from a bona fide distributable sur- 
plus. The inclusion of the revaluated 
assets in the item of surplus is unsound 
because it is merely the capitalization of 
anticipated returns upon future business 
operations. While there may be rea- 
sonable grounds for such anticipated 
profits, it is confusing to capitalize and 
include them in earned surplus. Earned 


surplus is created only as a result of 
profits actually realized. The realiza- 
tion of such a revaluation would necessi- 
tate the selling of these intangibles, and 
this would preclude the continuity of the 
business as a going concern. Business 
enterprise is constantly facing an un- 
predictable future, and profit is a reward 
for the willingness to face this risk as 
well as a remuneration for successful 
management. 

The logic of the judge, in attempting 
to justify the revaluation of the assets, 
and his reasoning that the capital of the 
corporation had not been impaired, 
since the amount of write-up was in ex- 
cess of the losses actually sustained and, 
hence, dividends could be declared, is 
fallacious. Such a dictum is based upon 
either a naive disregard of structural 
relationships or a lack of appreciation 
of the fact that a change in the property 
structure is, of necessity, reflected by a 
change in the capital structure. Any one 
familiar with these structural relation- 
ships should appreciate the probability 
that if intangibles are written up and are 
reflected in surplus, with the result that 
a previously existing deficit is counter- 
acted and dividends declared, then the 
resulting diminution of the working cap- 
ital may jeopardize the very existence of 
the enterprise. While it is commend- 
able for a company to indicate to certain 
interests the earning power of the as- 
sets, yet a corporation should not resort 
to the misuse of accounting practices. 
Then, too, the fact remains that such 
indications were not deemed sufficiently 
desirable in the Piggly Wiggly case until 
a large loss was actual or imminent. It 
would be interesting to know what rea- 
soning the judge would have used to 
justify treating this write-up as a perpet- 
uity in the event of a forced liquidation. 

The kind of accounting adopted by 
this corporation is likely to result in, 
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first, unsound decisions on the part of 
the management in its functional control 
of facilities aimed at effecting economies 
so that resulting profits will be at the 
optimum; second, the declaration of ille- 
gal dividends by the directors as a result 
of finesse on the part of certain inter- 
ests; and third, the violating or jeopard- 
izing of the rights of other interests, 
such as potential and actual creditors, 
including banks, potential and actual in- 
vestors, and finally, labor. 

The recitation of the history of the 
evolution of the corporate form, to- 
gether with its related rights and obliga- 
tions, is unnecessary. The corporation 
enjoys certain privileges, among the 
most valued of which are continuous suc- 
cession and limited liability. In return, 
the corporation is held responsible for 
furnishing certain information for the 
purpose of taxation and _ regulation. 
The corporation-tax burden, generally 
speaking, is proportional to the ability 
to pay, and the basis for equitable taxing 
rests upon true accounting statements. 
For regulatory purposes, the state does 
not need the same kind of accounting in- 
formation from private corporations 
that it does from public utilities, where 
accounting information is the basis for 
regulation of rates and control of capi- 
talization. Private industries are com- 
petitive, few are monopolistic; there- 
fore, the state should have little concern 
about regulating prices, leaving the re- 
sult to economic forces. The state, how- 
ever, should be concerned about protect- 
ing the creditors, the investors, and la- 
bor. Protection of these interests can 
be insured only when proper informa- 
tion is available. 

Both the creditor and the investor are 
concerned with the inviolability of as- 
sets and earning power. The dominant 
consideration of the creditor is that the 
investment shall remain unimpaired dur- 
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ing the life of the interest. The investor 
is conceived of here as the stockholder 
with a definite proportion of the owner. 
ship, while the bondholder is a creditor 
interest. The stockholder participates 
directly in the fortunes of the corpora. 
tion and is in no sense a creditor. The 
stockholder is interested not only in 
keeping the investment intact but also in 
its appreciation. In the absence of finan- 
cial legerdemain the creditor and stock. 
holder interests are intimately related. 
Labor interest has been summarized as 
being concerned “with the relation of 
the return for the work of their hands 
to the rewards which accrue to the em- 
ployer for employment of his brains.’ 

The legal requirements for account- 
ing information are not exacting, and 
from this point of view the accounting 
disposition of the Piggly Wiggly Cor- 
poration’s revaluated assets is neither 
spec. ally prescribed nor proscribed. 
However, certain trade and _ business 
customs are recognized, and any such 
disposition as would result in non-con- 
formity with usual practice would be apt 
to deceive the public. The differentia- 
tion between legal justification, social 
obligation, management responsibility, 
and expediency is never sufficient justi- 
fication for false accounting statements. 
If the increase in the asset total had to 
be brought into the accounting records, 
it should have been disposed of under 
some account unmistakably indicating a 
gain but a gain not available for divi- 
dends. Such an account could have had 
a descriptive title of “Surplus Arising 
from Revaluation of Assets.”’ 

The legal aspect of the case may be 
summarized by stating that the court 
held (1) that the write-up of capital 
assets was sufficient to take care of a 
deficit but not sufficient to declare divi- 


® Ripley: Main Street and Wall Street, page 168. 
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djends; (2) that the impairment of capi- 
‘al had been prevented by the write-up 
of assets;* (3) that the profits of the 
corporation which had accumulated 
prior to the revaluation of the capital 
assets were distributable as dividends. 

The business or financial point of view 
should be approached only after a full 
appreciation of certain obligations and 
customs has been assured: 

General knowledge should teach the 
business man the value of the following 
practices: 

Accounting can not be segregated entirely 
from its business setting. 

The management must appreciate not only 
the structural relationships of the business as 
reflected in the balance sheet but also the influ- 
ence which any such changes have upon the 
various interests concerned. 

[t is imperative that the management under- 
stand equally the desirability of retaining a 
strong financial position and the undesirability 
of an unwarranted retention of earnings. 

Accounting should aid the manag >fuent in 
making decisions which will conform to legal 

*In this connection, it is interesting to contrast the 
American Writing Paper case (Geodnow v. Ameri- 
can Writing Paper Co., 72 N. J. Eq. 645) where it 
was held that the true capital was the bona-fide 
capital paid in, that any profit over this was pay- 
able as dividends, and that the normal capital did 
not have to be made up. 


requirements, which will be in accord with 
sound business practices, and which will pro- 
tect the rights of interested parties. 

Financial statements, necessarily based on 
the accounting of the corporation, should con- 
stitute notice to parties of changes that have 
taken place and should show how the business 
has been affected by such changes. 


To specific situations the business 
man should apply the following account- 
ing principles: 


The balance sheet is based typically on cost 
for purchased assets, and any departure from 
costs will result in an unwarranted change in 
net worth. 

The integrity of the business enterprise is 
jeopardized by a departure from the cost basis. 

When a business is reorganized or sold the 
business enterprise must be evaluated as a com- 
modity, and this process is based upon an en- 
tirely different approach. In such a case a 
fresh net-worth point of view is justifiable and 
most commonly rests upon the capitalization 
of earning-power basis. 

So long as net worth stands as a dividend 
reservoir, any misstatement of fact may lead 
to unsound policies and reprehensible actions. 

The privilege of corporate limited liability 
implies the observance of certain equities, and 
dividends should not be declared except from 
a bona-fide distributable surplus. The excess 
of assets over outside debt and capital must be 
a bona-fide surplus. 





sacgutik> 


REVENUE DETERMINATION IN THE CASE OF 
INSTALMENT SALES 


T= question as to what consti- 
tutes earnings in cases where sales 
are made on a deferred payment plan 
is one of current interest and one to 
which it is impossible to give a categori- 
cal answer. The problem is ever pres- 
ent because of the existence of the in- 
come tax; but if this were the only phase 
of the matter it might very properly be 
eliminated as a topic for discussion, 


since it is comparatively easy to arrive 
at some method of computation that is 
practical in its application and yet fair 
to both the government and the individ- 
ual or company concerned. 

Before considering a specific case 
illustrating one of the more difficult 
types of problems that may be encoun- 
tered, it will be well to review very 
briefly the different ways in which in- 
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come in general as well as income from 
instalment sales may be computed for 
income-tax purposes. 

The basis for the accounting ordinar- 
ily required is the “accrual” as distin- 
guished from the “‘cash” basis. The lat- 
ter, as the name signifies, is an account- 
ing based upon the receipts and disburse- 
ments of cash. It does not consider bills 
receivable, prepaid expenses, et cetera, 
standing on the debit side of the ledger, 
neither does it take cognizance of cor- 
responding items on the credit side. The 
“accrual” basis, on the contrary, takes 
all such items into account. In other 
words, it is the method used by business 
concerns in general and is the one with 
which we are the most familiar. 

While, in the past, consideration was 
given to the question whether or not 
title to the property or goods sold re- 
mained with the vendor, the present 
guiding and dominant consideration is 
whether or not the result will truly re- 
flect the income of the party concerned. 
This, in turn, has resulted in a corollary 
to the effect that the items denoting the 
income must be such as to be considered 
the equivalent of cash. The application 
of the principle of this corollary has re- 
sulted in decisions which place the bur- 
den of proof on any manufacturing or 
merchandising concern wishing to use 
the ‘‘cash’”’ instead of the “accrual” 
basis. 

In addition to the two bases already 
mentioned, a third—which is really a 
combination of the other two—is al- 
lowed. It is known as the “instalment” 
basis.‘ The use of this method of ac- 
counting requires all expenses to be com- 
puted on the “accrual” basis, with the 
result that the percentage of gross profit 
on the instalment sales for any year is 
computed as in the ordinary case.? 
However, the system permits the profit 
on such sales to be considered as realized 
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only as the cash payments are actually 
received. Therefore, the profits on the 
instalment portion of the business for 
any particular year are made up of vary. 
ing percentages of the cash payments on 
instalment sales received during that 
year, these varying percentages being 
the percentages of gross profit already 
determined for the year in which the 
sale was actually made. In this connec. 
tion, it should be noted that the use of 
the instalment basis is not mandatory, 
but on the contrary the vendor may, if 
he chooses as a matter of consistent 
practice, return his income on the 
straight ‘‘accrual” or “‘cash”’ basis. 


While this basis is intended primar- 
ily for merchandising or other concerns 
selling goods on the instalment plan, it 
may be taken advantage of by other 
types of vendors when they can show 
that the assets received for the article 
sold are not the equivalent of cash 
Just what the cash equivalent of such 
goods is, may not be easy to determine. 
Since this can easily become a moot 
point, it is evident that it does not auto- 
matically give these people the same 
rights accorded to instalment houses. 

Another debatable question arises as 
to what really constitutes an instalment 
sale. Generally speaking, the regula- 
tions consider that any sale on which the 
down payment is less than 25% of the 
purchase price and the balance of which 
is payable in specified instalments comes 
within that classification. And yet this 
rule is not inflexible, and even though 
the down payment is more than the 
stated 25%, this method of accounting 
will be permitted if, as before, it can be 
shown that the notes or other form of 


1 However, some states do not permit this. See 
State ex rel. Waldheim & Co., Inc., v. Wisconsin 
Tax Commission. 204 N. W. 498. 

2 The cost of the goods sold on instalment is in- 
cluded in “Cost of Goods Sold” for that year. 
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-eceivables can not be considered the 
equivalent of cash. 

While the foregoing shows that the 
selection of the basis on which to com- 
nute earnings for the purpose of the in- 
some tax is not a cut and dried proposi- 
snot a task that should create any great 
problem. It is assumed, of course, that 
the company is a going concern and that 

e method selected will be followed 
yer a period of years. This makes a 
much simpler problem than is the case 

hen the determination of profits is for 
the purpose of establishing some fact or 
lationship for a particular moment 
| is not to be established frequently 

n the future. 
It is true that in the case of taxation 
rate may and probably will vary 
luring the different years, and it may 
argued that upon the method of ac- 
counting selected will depend whether 
or not the merchant will receive the full 
benefit of a reduction in the tax rate or 
whether or not he will be penalized in 
case of an increasing rate. If the argu- 
ment is based on the assumption that the 
period considered is to be one of short 
duration or that the system of account- 
ng is not to be followed consistently, 
then obviously no exception can be taken 
to the conclusion. But under conditions 
such as these, no method of computation 
or determination can be devised that 
would vitiate that argument. The prob- 
lem, therefore, is merely one of select- 
ing a method which will tend to average 
things up in the long run; and it is be- 
cause of the fact that a going concern, 
reporting its profits for the same pur- 
pose and by the same method year after 
year, can take advantage of the law of 
averages that the statement has been 
made that no great difficulty in arriving 
at a satisfactory solution should be en- 

countered. 


How different is the case when the 
problem is one of deciding on the profits 
for the purpose of selling the whole or 
a part of the business, or when the value 
of the business as a going concern must 
be determined for any non-recurring or 
even infrequent reason. In such cases, 
it will be found that a wide difference 
will exist in the valuation arrived at de- 
pending upon which method is followed, 
and opinion is apt to be equally divided 
—according to the side of the settlement 
favored by each party—as to which 
method is the proper and just one. An 
actual and typical case will illustrate 
these points. 


BANCROFT COMPANY 


On January 22, 1928, negotiations 
were undertaken for the sale of the 
Bancroft Company, a dealer in house- 
hold furniture, to a competitive organ- 
ization. The agents of the company 
presented an operating statement and 
balance sheet for each of the three 
years ending December 31, 1927, by 
which they proposed to determine the 
value of the business. These account- 
ing statements, however, were not ac- 
cepted by the prospective buyer as a 
basis for computing a purchase price. 
In preparing the operating statements 
of the company, its accountants had fol- 
lowed the practice of treating gross 
profit on all sales as having been earned 
during the year in which the sales were 
made. This practice was entirely con- 
sistent with its regular accounting 
methods and was open to question only 
on the ground that the company made 
a portion of its sales on deferred-pay- 
ment plans. In fact, its merchandise 
was sold on the following four bases: 


1. Cash. 
2. Regular charge. 
billed 30 days net. 


Customers were 
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3. Deferred payments. A down pay- 
ment, cash or note, of 30% of sales 
price plus the handling charge was re- 
quired. ‘The balance due was pay- 
able in monthly instalments of 10% 
of sales price. Goods were delivered 
upon the execution of a conditional 
sales agreement or chattel mortgage. 


4. Special deferred payments. No down 
payment was required. Payments 
Taste I. 


Three Years Ending December 31, 1927 


| 


| 


Net Sales (all classes) 
Cost of Goods Sold 





were made in monthly instalments of 
5% of sales price plus the prorated 
handling charge. Conditional sales 
agreements or chattel mortgages were 
executed for goods sold on this plan. 
As presented at the sale conference 
with the prospective buyer, the operat. 
ing statements of the Bancroft Com. 
pany were in condensed form as follows: 


OPERATING STATEMENT 





Total 


$1, 893,639.79 
915,535.29 





Year Ending December 31, 


19260 1925 
$640,929.34 | $501,453.65 
330,628.29 225,155.80 

















Gross Profit $ 977,804.50 | $391, 205.60 | $310, 301.05 | $276,297.85 
Operating Expenses (includes Provision for 

Bad Debts) 899,404.21 344,196.17 299,456.80 255,811.24 
Net Operating Profit $ $ 47,009.43 | $ 10,844.25 | $ 20,486.61 


78, 340.29 





PROVISION FOR BAp DEsTs 


Three Years Ending December 31, 1927 


























Year Ending December 31, 
Total ——— 
1927 1926 1925 
Reserve for Bad Debts: 

Regular Charge Sales $ 1,857.69 | $ 803.50 | $ 729.60 | $ 324.59 
Deferred Payment Sales 3,835.97 1,646, 34 5,$33.35 656.28 
Special Deferred Payment Sales 35,635.15 13,885.00 11,628.59 10,121.56 
Total ae $ 41,328.81 | $ 16,334.84 | $ 13,891.54 | $ 11,102.43 











At a later conference the agents of 
the Bancroft Company and its com- 
petitor were again unable to agree upon 
a sale price for the business. They did, 
however, agree that “the sale price is 
to be a capitalization of the average net 
earnings for the past three years at 
10%,’’ and the prospective vendee ar- 
ranged for having the books of account 
of the Bancroft Company audited and 
statements of earnings and of financial 
condition prepared therefrom by his 
own accountants. In interpreting the 
income operations of the company, the 


vendee considered the gross profit on 
cash, regular charge, and ordinary de- 
ferred-payment sales as having been 
earned during the year of sale; in the 
case of ‘special deferred-payment”’ 
sales, however, they accounted for gross 
profits as earned only during the year 
in which cash collections on account 
were made, and in direct proportion to 
the amount of those collections. The 
three-year operating analysis, with its 
supporting schedules, which they pre- 
pared in accordance with this method, 
was as follows: 
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OPERATING STATEMENT 


Three Years Ending December 31, 1927 








sh—regular charge—deferred payment 
special deferred payment 
f Gor yds Sold | 


\ Gross Profit on All Sales 


ss Profit on Net Special Deferred-Pay- | 
ment Sales 
Gross Special Deferred-Payment Sales 


Returns 


Net Special Deferred-Payment Sales 
Net Special Deferred-Payment 
* 


oaies | 


- + . . | 
Gross Profit on Net Special Deferred- 
Payment Sales 


| $1,566,113.50 | $605,281.50 | 
51 
| 
| 


Year Ending December 31, 
Total — = 
| 1927 1926 | 1925 


| 


H 


80 


on 


$1 , 893,639.79 
915,835.29 


256.80 | $640,929.34 | $ 
360,051.20 | 330,628.29 


vO 


545 
I 


5 
S 


Vw 


uum 


I 
| 5) 


$977,804.50 | $391, 205.60 | $310, 301.05 | $276, 297.85 
; | 


$510,211.80 | $450,620.20 
,O81 .30 | 65,845.60 37,850.24 
|— ii 


154,777.14 
| $444, 366.20 | $412, 769.96 


$1,411, 336.36 | $554, 200. 20 


242,687.07 | 205,963.48 | 163,002.00 


611,652.55 
1 | $311,513.13 | $238,402.72 | $249,767.96 


$799, 683.8 


Gross Profit on All Sales Other than | 
Special Deferred-Payment Sales (A-B) I$ 178,120.69 $ 79,692.47 | $ 71,898.33 | $ 26,529.89 
Profit Realized on Special Deferred- 
ent Salest | 277,382.58 | 246,274.91 223, 293.00 


{ 
ross Profit Realized 
rating Expenses (includes Loss on Bad 


Je Dts 


+ 


Net Operating Profit 





Net Sales 
— X 100 
Sales Price is of Cost 


‘Table IV 


| | 
| $ 39,291.22 | $ 16,683.00 


$249 822.89 


$ 925,071.18 | $357,075.05 | $318,173.24 


885,779.96 | 340,392.05 | 293,743.30 | 251,644.61 
——— 





ed by substituting ‘‘Loss on Bad Debts’? (Table IV) for ‘“‘Reserve for Bad Debts’’ (Table I) in ‘‘Operating Ex- 


iding Provision for Bad Debts’’ (Table I). fF 
r this one item 


All figures and computations down to and i 


lence, it is evident that the parties agreed on all operating expenses 


ncluding line C were based on and agreed with the company’s records 


these computations, of course, was to arrive at the gross profit (C) on all sales, on the accounting for which 


were in agreement 


III. Gross Prorir PERCENTAGE ON SPECIAL 


DEFERRED-PAYMENT SALES 


Five Years Ending December 31, 1927 


From the data given it may be seen 
that a sale price, computed on the basis 
of the net-profit figures arrived at by the 
accountants of the prospective buyer, 





Cost of Gross Profit | Gross 


was barely more than one-half that sup- 


Gross 
Special Special | on Special | Profit 
Daveet | Gekeasd- | teedeeed. tSmmmmes ported by the statement prepared by the 
Payment Payment Payment | on Selling : ae 
ies oles a fe company. In the former case it was 
arma cian saci when $130,970.70; in the latter, $261,134.30. 
prs 236,483.17) ee Sp Thus the parties were able to agree 
10,385.60 75,48 2 4.77 7 “ “ 4 
ad cinumaal ccuaad soe upon the rate of capitalization to be 
ie saunieiimicheawiiiaideceteth ake applied to the average net profits for the 





three-year period, but not upon the 
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Tas_Le IV. Gross Prorir REALIZED ON SPECIAL DEFERRED-PAYMENT SALES 


Three Years Ending December 31, 1927 








Collections for the Year Ending 
December 31 


ae 


1926 


1925 


| 

Gross Profit Realized | 
For the Year Ending Decem : 
Cash 


> a > 
5 | $200,850.75 
‘ ile ol Rep yssessed Goods I 


10,500.91 


I 
3,500. 21 


} i= | 

Total Dé 7. ( d2 ey. 06 | $211,351.60 | 

r raf Pret re* | 07 - -O7 | 
Gross Profit Percentage ». 21% | 53.65% 


Gross Profit Realized $277,3 58 | $117,519.40 | $113,390.17 | 


Collections for the Year Ending 
December 31 


1925 


For the Year Ending December 31, 1926: 
Cash $417 4 | $135, | $1990, 3 
Sale of Repossessed Goods 2 gc | - ; 6, 


Profit Percentage” 


Collections for the Year Ending 
December ; 


“nding December 31, 1925 
Srof R 

5375, ? $196, 804 
ssed Goods 8. <8r «4 3, 20! ,008 








amount of net profits which might be Commentary 

allocated to the capitalization period. 

Nor did a final attempt at negotiations Before discussing the case in general 
result in a settlement, except that both terms, a brief analysis of some of the 
parties consented to submit the issues figures submitted by the parties con- 
involved to the judgment of a certified cerned will be made in order to point 


public accountant. out the factors responsible for the large 
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5 TaBLE V. Loss on Bap Depts 


Three Years Ending December 31, 1927 











: | ~~ On Sales Made During the Year 
Ending December 31 
| Total nang | 
| 1927 1926 | 1925 
5 - — — —__—________ -_— | —$ $$ —_— = — | 
e for Bad Debts: | | 
lar Charge Account* $ 1,857.69 $ 803.50 $ 729.60] $ 324.590 
ferred Payment Accounts* 3,835.97 | 1,646.34 1,533.35 | 656.28 
Reserve for Bad Debts.............. $ 5,603.66 $2,449.84 | $ 2,262.95 | $ 980.87 
Loss at Cost on Special Deferred-Pay- 
t Accounts: 
e Year Ending December 31, 1927: | 
$10,080 88 | $2,088.44 $ 6,220.73 | $1,771.71 








On Sales Made During the Year 
Ending December 3: 
| 





Total ~ 
1926 1925 | 1924 
- } | | 
r the Year Ending December 31, 1926: | 
$ 5,915.09 | $1,955.77 | $ 3,149.24 $ 810.08 
On Sales Made During the Year 
Ending December 31 
Total —| "| —— 
1925 | 1924 | 1923 
muiesiiiaianiiat | | : 
he Year Ending December 31, 1925: | 
$27,644.56 | $7,744.94 | $15,007.03 | $4,892.59 





shown by Bancroft Company in Table I 


ference in the determined net profits. and they concurred on Operating Ex- 

Such an analysis is desirable in that it penses other than the portion due to 

ld aid in weighing the points to be losses on bad instalment debts. In fact, 

\t out in the more general com- by comparatively easy cross checks, it 

nts to follow; it is therefore in- can be determined that they agreed on 

ided even at the risk of presenting de- all details except those pertaining to 

ls that will not be of interest to some the Special Deferred-Payment Sales, 

our readers. It is hoped, however, and even in this respect the only differ- 

it there will be a sufficient number ence of opinion was as to which sales 

— vho are interested in this phase of the and losses to include in the three-year 
tter to justify the inclusion. period. 

First of all it should be noted that The difference in the computation of 

th parties were in accord with respect Gross Profit on special sales was as 

to the manner in which profits on Cash, 


\ OL 
Ove 
u 


follows: 


er Regular Credit, and Regular Deferred- Per company’s record (Table 
the Payment sales should be computed. It i) error eee $799,683.81 
con- should also be noted that they were in Per buyer's figures (‘Table 


-_ ig ah A Eee rae Ae 746,950.4¢ 
0 greement on the Reserve for Bad 749;950-49 





irge Debts to cover these classes of sales, aa Eo $ 52,733.32 
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This difference is accounted for as fol- 
lows: 


(a) The buyer included, for the pur- 
pose of profit, only $950,584.43 
(Table A, Appendix) of special 
sales made in 1925-26 and 1927 as 
compared with $1,411,336.36 re- 
ported by the company (Table II). 
The buyer included $359,458.85 
(Table B, Appendix) of special 
sales made in 1923 and 1924. The 
company included no sales made in 
these years. 


The difference against the company in 
gross profits computed on the different 
volume of sales stated in (a) is $257,- 
481.47 (Table C, Appendix), whereas 
the difference in favor of the company 
on the volume given in (b) is $204,- 
748.15 (Table D, Appendix), or a net 
loss in gross profits to the company of 
$52,733.32 which is the amount already 
shown. 

Concerning Net Profits, the computa- 
tions were as follows: 


By the company (Table 1) ..$78,340.29 
By the buyer (Table II)... 39,291.22 


* 


Difference 
This difference is due to: 


Difference of $52,733.32 (just 
shown) in gross profits because of 
difference in sales taken into con- 
sideration. 

A deduction from gross profit by the 
buyer of $16,436.78 (Table E, Ap- 
pendix) for sales made 
during the three-year period, com- 
pared with $35,635.15 (Table 1) 
deducted by the company. 

A similar deduction of $5,414.12 
(Table E, Appendix) to cover 
sales made in 1923 and 1924. 


(a) 


losses on 


The net effect against the company of 
the foregoing is the $39,049.07 shown 
above. 

As has been pointed out before, the 
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determination of profits for the purpose 
of arriving at the worth of a company 
as a going concern is a different prob. 
lem from that of determining profits 
for the purpose of taxation. It seems 
hardly fair to say that the value of the 
company shall not be based primarily 
on the business being done but will be 
based on the loss sustained from bad 
debts, yet such was the effect when the 
buyer disregarded $460,151.93 of sales 
made in the three-year period and in- 
cluded in their place only $359,458.85 
of sales made in 1923 and 1924. Such 
an attitude does not fairly reflect the 
value of a growing business, and the 
greater or faster the growth, the more 
important does this fact become. It is 
true that increased sales are of no 
benefit if the losses increase to such an 
extent as to offset all increase in gross 
profit, but such a condition is not worth 
consideration. It is more probable that 
the percentage of loss and of other ex- 
penses of operation, especially the latter, 
will even decrease. Therefore, to say, 
“Because I can not know until next year 
exactly what your bad-debt loss will be 
on this year’s sales, I am going to com- 
pute your profit for last year and use 
that as the basis for determining the 
value of your business,” is nothing short 
of penalizing a growing concern. In 
other words, any value of the business 
arrived at by considering less than 40% 
and 90% of the sales made in 1927 
and 1926, respectively, and _ substitut- 
ing therefor a much smaller amount of 
sales made prior to the period would 
not, other things being equal, be the 
value of that business on December 31, 
1927, but the value at some prior time. 

Furthermore, the failure to base com- 
putations on latest sales not only results, 
in general, in not giving the concern 
credit for the present size of its business 
but also fails to consider fully any 





pose 
pany 
Drob- 
rohits 
eems 
f the 
arily 
ll be 
bad 
1 the 
sales 
d in- 
8.85 
Such 
> the 
| the 
more 
It is 
f no 
h an 
rrOSs 
orth 
that 
r ex- 
itter, 
say, 
year 
ll be 
com- 
| use 
- the 
hort 
In 
iness 
10% 
(927 
ritut- 
it of 
ould 
the 
21, 
ime. 
com- 
ults, 
cern 
ness 
any 


CASE STUDIES IN BUSINESS 481 


change in efficiency in operations, change 
» margin of profit, change in conditions 
which may increase or decrease mate- 
ally the ability of customers to pay, 

ny change in credit policy such as 
selecting better risks or extending credit 
+o poorer risks, et cetera. A big change 

y occur in one or all of these factors 

ver a period of five years, and it is 
elieved to be an unsound method to 
ut of one end of a period, selected in 
rder to determine average conditions, 
nd add on at the other end. 

The worth of any going concern is 
dependent on two main factors, net earn- 
ngs and rate of capitalization of those 
earnings, and it is evident that they are 
nterdependent. In other words, if net 
earnings are computed on one basis, the 
rate should be a certain per cent; but 
if they are computed on another basis, 
the rate automatically assumes a differ- 
ent value. It is realized that the rate 
is not capable of being computed with 
the mathematical accuracy that the fore- 
going statement might seem to indicate; 
nevertheless, the statement is a sound 
one. The actual or real value of the 
business does not change—it is the same, 
regardless of the method of computa- 
tion used. It is this point that the two 
parties seemed not to realize, else how 
was it possible for them to agree on the 
rate of capitalization of earnings until 
they knew how those earnings were to 
be computed? It would seem that they 
put the cart before the horse. One may 
say that they could determine the 
method of computing earnings after de- 
iding on the rate just as well as they 
could do the reverse. That the former 

iy be done is evident, but that it is 
just as practical is not admitted. The 


earnings are a much more concrete and 
ascertainable thing than the rate of 


pitalization; they are much nearer an 


actual and known quantity in the equa- 


tion ‘‘Value = Earnings x Rate’ than 
is the latter factor. Earnings, while in- 
fluenced by certain estimations or by 
human judgment in some respects, are 
based primarily on facts and figures, 
whereas the rate is wholly one of judg- 
ment. It therefore appears reasonable 
to say that agreeing to the capitaliza- 
tion rate, while there existed no common 
ground on the question as to how the 
earnings were to be computed, was an 
unsound procedure. 

It is believed that all cases of deter- 
mination of the value of a business by 
the capitalization-of-earnings method 
should rest on the same datum plane, 
namely, current operations. Sufficient 
data should be available—and certainly 
there were enough in this particular case 
—to translate bookkeeping earnings on 
sales actually made during the period 
chosen into probable actual earnings. 
In other words, a fair average and the 


‘trend of losses due to bad debts could 


have been obtained. . The factor of bad 
debts is then eliminated from the prob- 
lem of determining the capitalization 
rate. The latter depends upon a sufh- 
ciently large number of variable factors 
without introducing any that may be 
otherwise corrected for. 

It is true that the capitalization rate 
depends, among other things, upon risk; 
but the element of risk to be considered 
is that due to competition within the in- 
dustry, competition of substitutes, com- 
petition of other articles such as luxu- 
ries, the extent to which the business is 
affected by depression or prosperity, et 
cetera. It should not be made to in- 
clude, for example, bad-debt losses, one 
of the items on which a definite estimate 
can be obtained. The risk due to this 
item should be covered by a definite 
amount included as a part of the cost of 
doing business and the capitalization 
rate then applied to the net earnings. 
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, ‘ Gross Profit on $950,- 
A ppe naix 584.43 (From Table 
TaBLe A* IV): : 
Allowed in 1925: 
a On 1925 Sales....$ 65,920.18 
Sales Made In Allowed in 1926: 
ong ee On 1925 Sales. .++ 124,544.44 
i ME Mee : On 1926 Sales.... 74,355.14 
Cash Colle Allowed in 1927: 
0 ; On 1925 Sales.... 46,473.01 
2 93s.ci On 1926 Sales.... 113,390.17 










On 1927 Sales.... 117,519.40 542,202.34 
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TABLE D* 















rowed i ~ Gross Profit on $359,458.85: 
Allowed ; Allowed in 1925: 
19: 6,434.2 3,249.7 On 1923 Sales..... ere ee $ 42,427.74 
a : . CR SOGk. DHE so50 0s ice caneeees 114,945.08 
\- Allowed in 1926: 
° 06) $950,584.43 oe a. rer ee 47,375.33 







* All data taken from Table IV 
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Sales Made In Losses on Bad Debts: 

Fatal Deducted in 1925: 
: On 1925 Sales.......$1,250.89 

Cash Collect Deducted in 1926: 
os $73,289.50 | $196,504.25 On 1925 Sales...... 3,149.24 
7 7 On 1926 Sales...... 1,955.77 

ules of Repossessed Deducted in 1927: 
a aint’ eile! On 1925 Sales...... 1,771.71 
A 1926 t, On 1926 Sales...... 6,220.73 













On 1927 Sales....... 2,088.44 








Deducted in 1925: 







© All data taken from Table IV. it On 1923 Sales...... $1,329.93 
On 1924 Sales...... 3,374.11 
TABLE C Deducted in 1926: 
== -_——~ On 1924 Sales...... 810.08 5,514.12 









(,ross Profit on $1,411,- 
336.36 (From Table 
II) . $799,683.81 ** All data from Table V. 


ACCOUNTING FOR PAYMENTS TO THE ESTATE 
OF A DECEASED PARTNER 


HE problems flowing out of the are as different as their respective artl- 

partnership relation in business are les of agreement. Because of the diffi 
both numerous and complex. The rela- culty of foreseeing all the contingencies 
tion is primarily a contractual one, each that may arise in any given business and 
partnership being an individual agree- the consequent lack of any specific pro- 
ment and governed almost wholly by its vision for these contingencies, the agree- 
own provisions. The status laws apply- ment must be interpreted in the light o! 
ing to all partnerships are of a very gen-_ 'ts other provisions when one of these 
eral nature. It may be seen, therefore, ©CCasions arises. . 
that the problems facing partnerships Many of the problems arising out o! 
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age relation are focused in 
firm’ s accounting procedure. Deter- 
nination of profits, disposition of vari- 
ous special payments, payment of inter- 
est upon capital, disposition of extraor- 
dinary capital gains—all should be 
shown in the accounts in accordance with 
the prov isions of the agreement. 

[t is in this class of accounting prob- 
lems that the most difficult tasks are 
ncountered. One of these is the deter- 
nination of taxable income and, in cer- 
tain circumstances, the incidence of such 
taxation. Judgment in the final analysis 
must be based upon the application of 
proven accounting principles in accord 
with the peculiarities of the particular 

rtnership. 

This question of the determination of 
xable income is raised in the following 
problem. The question arises as to the 
sposition of a series of special pay- 

nts to the estate of a deceased part- 

The various methods of treating 

these payments affect both the amount 
of taxable income and the incidence of 
tne tax. 


this 


Statement of the Problem 


In the partnership agreement of a 
firm rendering professional service to 
clients was a provision for giving the 
estate of a deceased partner, in case the 
partnership was dissolved by death, 
compensation for the share of good-will 
properly belonging to such partner. The 
igreement recognized, besides the full 
partners, certain so-called ‘‘associate 
partners.” These associate partners 
were, according to the agreement, not 
owners of any capital of the business, 
but were to share in its profits. They 
had in common with the full partners, 
definite salaries. The agreement had a 
further provision that in case a year’s 
operations resulted in a loss, a certain 


portion of the loss might be charged 
against the associate partners. There 
would not be enough so charged, how- 
ever, to reduce their credits below a 
certain specified figure. In other words, 
they were guaranteed a minimum salary 
and, in addition, a share of profits, if 
profits were earned. 

The earnings were divided into two 
parts. The first part, 34% of net prof- 
its, was deemed return on capital and 
was called “capital earnings.’’ This 
portion was to be distributed among the 
full partners on the basis of their capital 
investments. The remaining 66% was 
to be distributed among all partners, full 
and associate, in proportion to their 
salaries. 

The agreement provided that, in case 
of the death of one of the partners, the 
old firm name could be used by the suc- 
ceeding firm. The estate of the deceased 
partner should receive, in addition to the 
amount of his investment as shown on 
the books, a percentage of net “‘capit! 
earnings’ to be distributed on the basis 
of his former capital investment—‘‘as 
compensation for the share of intangible 
assets of the firm formerly owned by 
him and not represented in the book 
capital’. The payments to the estate 
for this purpose were as follows: in: the 
calendar year in which his death oc- 
curred, the same share of profits that he 
would have received if he were living; 
in the subsequent year, 50% of that 
amount; in the next year, 45%; and so 
on, decreasing 5% each year; until, 
after eleven years, such payments to his 
estate should cease altogether. 


The problem concerning the account: 
ing for these payments to the deceased 
partner's estate has two phases. The 
first involves the determination of 
whether the amount paid should be 


1 Teken from the original agreement. 
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treated as cost or as distribution of 
profit. The second has regard to the 
determination of taxable income. Since 
these phases are interdependent, they 
can be treated together in the ensuing 
discussion. 

Three possibilities have been sug- 
gested for the disposition of these pay- 
ments. In the first place, the payments 
may be treated as constituting the pur- 
chase of good-will. Under this treat- 
ment, the amount of the payments is a 
capital investment because a new asset is 
said to be obtained in exchange for the 
payments made, as in the purchase of 
real estate. Secondly, the payments 
may be termed a distribution of profits, 
constituting income to the estate of the 
deceased partner and neither deductible 
from taxable income as an operating 
expense of the new firm nor an acquisi- 
tion of assets by it out of taxable income. 
Thirdly, the payments may be treated 
as operating expenses, like any other 
obligation arising from the necessities 
of conducting business. This assumes 
that such payments are, in effect, a roy- 
alty paid for the privilege of using the 
old name of the firm for the new busi- 
ness. A fourth possibility presents it- 
self and should be noted. The payments 
might be treated as a capital investment 
but written off, or depreciated, imme- 
diately. The government, however, 
does not allow, for the tax purpose, the 
depreciation of good-will. Moreover, 
since immediate depreciation of the pur- 
chased asset actually makes the whole 
transaction amount to an operating ex- 
pense in the end, this treatment of the 
payments falls under the third possi- 
bility above. 

These three possibilities, then, are 
presented for handling this series of 
payments to the deceased partner’s 
estate. The problem is to examine the 
merits and defects of each and to indi- 
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cate some significant points to be con 
sidered in reaching a conclusion. 


Commentary 


__ In so far as possible, technicalities of 
income-tax laws and _ interpretations 
have been observed. The major pur- 
pose of this discussion, however, is the 
examination of the possibilities pre. 
sented and the indication of accounting 
procedure in accord with the facts. It 
is recognized that no absolute and dog- 
matic decision can be reached, because 
of the fact that there is no standardized 
practice in such matters and because of 
the individual character of all partner- 
ships. 


Incidence of Tax under the Suggested 
Methods 


The method of treating these pay- 
ments will determine the incidence of 
the income tax. This shifting in taxa- 
tion is due to the fact that the income of 
the partnership itself is not taxed. Each 
partner is taxed personally for his share 
of the partnership profits. Since the sug- 
gested methods of treatment affect 
either the income of the firm or the 
division of that income, the amount of 
tax paid by each partner is also affected. 
It is proposed, then, to show at the out- 
set where the tax falls under each of the 
methods under consideration. 

If the payments are treated as a capi- 
tal investment, under the first method 
suggested, the surviving partners will 
have to pay tax on the payments. Profits 
will be determined before the payments 
are deducted and the payments them- 
selves deemed to be a reinvestment of 
earnings. Therefore, the total income 
of the business would be credited to the 
partners and the income taxes would be 
payable on the whole amount, although 
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a portion of the income must be turned 
over to the estate and not to the part- 
ners. 

In considering the payments to the 
estate as a distribution of profits, the 
total profit of the business is again deter- 
mined before the payments are made. 
The division of the profits is different 
under this method, however, because the 
payments are not included in the distri- 
bution of profits to the partners. The 
estate itself becomes, in effect, a partner 
in the enterprise and shares as such in 
the so-called ‘capital earnings” of the 
business. The partners themselves are 
taxed only upon their net credits. 

Finally, if the payments are to be 
considered as an operating expense, they 
will reduce the profits by that much. 
The partners, active and associate, bear 
the cost as a charge against the opera- 
tions of the business. The payments 
will also probably constitute part of the 
estate’s taxable income, and it will pay 
on the amount received. Again the 
partners pay on their actual net credits. 

While we bear these facts in mind, 
further and more detailed examination 
of the suggested methods presents some 
significant factors. 


Treatment as Capital Investment 


Under the first method suggested, the 
payments may be deemed to be a capital 
expenditure—the purchase of an asset 
—that is paid for in instalments. The 
new firm retains the old name, symbolic 
of the good-will accruing to the previous 
firm, and pays these instalments over a 
period of eleven years. At the end of 
that time the payments cease and the 
firm retains the old name. The natural 
conclusion is that the good-will has re- 


verted to the new firm through instal-: 


ment purchase. Moreover, the good- 
will has had a definite value placed upon 
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it—it has been bought and paid for. 
Furthermore, it may be argued that the 
purchase of such good-will was highly 
desirable because of the importance of 
this asset to a professional firm. 

This practice, however, may lead to 
opportunities for the undue inflation of 
the balance sheet. By recording the pay- 
ments as purchase of good-will, the new 
firm shows only the purchase of the de- 
ceased partner’s share in the good-will. 
It may be entirely logical that the sur- 
viving partners’ accounts be increased 
proportionately by the amount of their 
good-will, if this practice is carried out. 
This procedure is undesirable, of course, 
from the point of view of conservatism 
and because of the problematical value 
placed upon the deceased partner’s 
share. The amount to be paid the 
estate is dependent upon the vicissitudes 
of business over these eleven years after 
the partner’s death and may or may not 
measure the value of his good-will. If 
we bear in mind the nature of profes- 
sional good-will, incorporation of this 
intangible asset into the balance sheet at 
a value arrived at in such a manner is 
not a desirable procedure. 

Further, this method of handling the 
payments would establish on the books 
an asset account for the total of the 
eleven payments. Income-tax laws pro- 
hibit the depreciation of good-will, so 
that the ultimate result would be the 
establishment of the asset at that 
amount. Serious doubt may be enter- 
tained, however, as to the reality of this 
asset. A man’s professional reputation 
may hardly be said to be perpetual in so 
far as it may be a means of drawing 
clients to a certain firm. The name car- 
ried by such a firm is only a symbol for 
a certain kind of work. The profes- 
sional influence of a deceased partner is 
obviously limited in the time it is opera- 
tive after his death. The value of his 
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share of the good-will would depreciate 
from year to year after his death as 
clients begin to know the firm for its 
own work. ‘This situation would pre- 
sent the curious anomaly of an asset 
showing increasing value on the books 
of the firm when in reality the value of 
the asset is probably decreasing. At the 
end of eleven years, good-will is on the 
books at the total of the eleven pay- 
ments, yet it is questionable whether it 
is of any value. The good-will attrib- 
utable to the deceased partner eleven 
years after his death is probably of very 
small value to the firm, if value can be 
assigned to it at all. 

The new firm may be purchasing a 
“capital right’? from the estate. The 
name may be said to be a capital asset 
and the firm to purchase it, not currently 
but permanently. The firm, however, 
discharged the capital obligation to the 
deceased partner by payment of all 
claims on its books. Nevertheless, if 
the firm is purchasing a “capital right”’, 
the payments should be charged as a 
capital expenditure. There is consider- 
able question, however, as to whether 
the firm purchases the right as a “‘capital 
right.” 

Under this procedure, the associate 
partners would not suffer a reduction of 
income by reason of the payments. The 
payments are included, however, in the 
taxable income of the full partners on 
that portion derived from capital. If 
levy is delayed and some associate part- 
ners become full partners in the mean- 
time, it will fall upon them also. This 
would prove especially burdensome to 
some of the younger and less well estab- 
lished members of the firm, especially if 
back assessments should be levied. 

As indicated at the outset, the pay- 
ments under this plan are subject to 
taxation as income of the full partners 
of the new firm. 
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Treatment as a Distribution of Profit 


By treating the payments to the estate 
as a distribution of profits of the firm, 
the estate takes the place of the deceased 
partner in the firm. The agreement 
talks of giving the estate a share of the 
net “capital earnings.” The payments 
are derived from the portion of the net 
profit of the business applicable to capi- 
tal. The estate, under this view of the 
case, becomes, in effect, an “associate 
partner” in the new firm, having no 
capital investment but sharing in the 
profits. The estate’s claim on earnings 
by profit-sharing gradually wears out, as 
shown by the decreasing series of pay- 
ments. 

This view of the situation is ham- 
pered by one consideration. Techni- 
cally, the estate is an outsider. The new 
firm is separate from the old. The 
estate is not a party to the new agree- 
ment. It is in the position of an outside 
creditor to whom a series of payments 
are due. In such a position it can not 
share profits of the enterprise, but the 
payments constitute either an operating 
expense or the acquisition of an asset. 

The framers of the original agree- 
ment may have meant for the payments 
to be a means of sharing profits with the 
estate. The estate gets a share of the 
capital earnings.” The firm was com- 
mitted to profit-sharing with its associate 
partners, and the agreement may have 
intended the estate to assume a com- 
parable position. 

This position is perfectly tenable, yet 
some defects appear that should be 
noted. The estate is given a percentage 
of net “capital earnings’’, so-called. It 
is not admitted upon the same basis as 
the active associate partners by this pro- 
vision. The associate partners share 
profits from the 66% of earnings that 
are not ascribable to capital by the terms 
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of the agreement. Moreover, the asso- 
ciate partners share these profits on the 
basis of their salary. The estate shares 
profits on the basis of the previous capi- 
tal investment of the deceased. The es- 
tate shares profits neither from the same 
portion of the earnings nor on the same 
basis as the associate partners. Its posi- 
tion as a sharer of profits is distinct 
from the others sharing in the profits of 
the firm. 

A further aspect of considering the 
estate as more or less taking the place 
of the deceased partner is the possibility 
of a loss being suffered in any one of the 
eleven years. If an “insider’’, the 
estate would probably be expected to 
bear a portion of that loss, similar per- 
haps to the limited liability for losses 
imposed upon the associate partners. 
No provision is made for any such con- 
tingency. If the estate ‘‘shares profits”, 
it would be a reasonable expectation for 
it to share losses also. The income tax 
falls upon both the partners and the 
estate, the estate bearing the tax on the 
payments, as indicated above. 

There are two main arguments for 
this contention. It may be said that 
the estate takes the place of the de- 
ceased partner, and, consequently, the 
payments constitute a distribution of 
profits. Secondly, it is maintained that 
this procedure was what the original 
partners had in mind in making the 
arrangements. 


Treatment as Operating Expense 


The series of payments may be 
treated as operating expenses, in which 
case the payments may be said to be 
analogous to a license fee. Under this 
view of the situation the new firm is 
purchasing the right to use the name of 
the old firm. Since the firm is one rend- 
ering professional service, the use of the 


CASE STUDIES IN BUSINESS 487 





old name is of value in retaining the } 
patronage of clients. By the same 
token, however, the name _ probably 
becomes of less value, or rather the 
portion of it accruing to the deceased 
partner becomes of less value, with 
the passage of years. The agreement, 
therefore, specifies a decreasing series 
of payments, which may be designed 
to approximate as closely as possible 
the usefulness and value of that good- 
will over a period of years. The firm, 
therefore, may be said to be paying a 
license fee for the use of the name, and 
that fee decreases as the usefulness of 
the name decreases. 

It is only the deceased partner’s share 
in the name that is used by the new firm. 
The new firm under this method did not 
purchase the deceased partner’s share in 
the name, or good-will, of the concern, 
but purchased merely the use of that 
share in the good-will. The agreement 
of the partners specifically states that 
the payments shall be known ‘‘—as com- 
pensation® for the share of the intang- 
ible assets—.”” As the usefulness of 
that share decreases, the payments de- 
crease, finally ceasing when the useful- 
ness to the firm of that share in the 
good-will more or less disappears. 

It may be said, then, that the new firm 
is purchasing a tool to be used in making 
more profit. The name of a profes- 
sional firm may be likened to a machine 
used in an industrial plant. The ma- 
chine is used to produce goods for sales 
that ostensibly yield a profit. This 
machine may be a special type that 
makes goods in a certain way. These 
goods, processed by this special-type 
machine and so advertised, are sought 
after in the market because of their 
special processing. Carry the analogy 
one step further and suppose the ma- 














“Italics supplied. 
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chine to fall into the class of leased in- 
dustrial equipment. The company using 
that machine pays the lessor, usually on 
an annual basis, for its use as a tool in 
making profits. Similarly, the name of 
a professional firm may be said to be a 
“tool” used by the firm to make profit. 
The firm name is a symbol of the repu- 
tation of that company for rendering a 
certain kind of service. The reputation 
of such a firm is the chief tool for secur- 
ing its clients or, putting it another way, 
selling its services, in the same way that 
the processing by a certain type of ma- 
may sell certain manufactured 
goods. It is clear that the rental charge 
on the leased machine is a proper charge 
against operations and should be de- 
ducted before profits are declared. It 
is a charge for the use of a tool used in 
Do not 


chine 


the operation of the business. 


the payments to the estate of the de- 


ceased partner fall into this same 
category? 

It may be argued that the payment 
is for eleven years only and that at the 
end of the period title to the share of 
the deceased partner in the name of the 
firm passes to the new firm. Such an 
argument is based upon the fact that 
the same name is retained by the firm 
upon the cessation of the payments. 
Again, however, an analogous condition 
is found in the industrial field. Various 
companies holding valuable patents 
grant licenses to other companies in the 
same or allied fields for the manufacture 
of goods under those patents. Fees are 
paid to the licensing company by the 
licensee for the right of manufacturing 
these articles. The life of a patent is 
limited, however, by statutory provi- 
sion. Upon the expiration of a patent, 
the former licensee may continue to 
make the article without paying a fee. 
Title to the patent, however, does not 
revert to the licensee upon its expira- 
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tion. The original holder of the patent 
retains it, but it has become a worthless 
asset and does not produce any revenue, 
It is maintained that the payment to the 
estate is in the nature of such a license 
fee for the use of the deceased partner's 
good-will as exemplified by the firm 
name. At the end of eleven years, be. 
cause of its decreasing value, the good- 
will is deemed to be a worthless asset to 
the estate. The payment of a license 
fee for the privilege of manufacturing 
patented articles is properly regarded 
as a charge against operations and de- 
ductible before the declaration of 
profits. Completing the analogy, it is 
the contention that the payments to the 
estate’are of the same character. 

It is now necessary to examine in more 
detail the nature of professional good- 
will, which has been mentioned in 
several connections above. As already 
stated, the firm was one rendering pro- 
fessional services to clients. In such a 
case the personalities and services of the 
firm members are a real force in de- 
termining the good-will of the firm. 
Such are the perversities of human 
nature, however, that while the good a 
man does may live after him, it does not 
live for a very long period. This is 
especially true in the business world 
where the train of events continues un- 
checked, and work must be done, if not 
by one man, then by another. It is be- 
lieved, therefore, that the reputation of 
the deceased partner may and will draw 
clients to the firm for a period subse- 
quent to his death, but that period will 
be comparatively short. The length of 
the period will probably vary inversely 
with the frequency of the clients’ visits, 
since the more often they come, the 
better they know the new firm’s work 
for its own merit and not from past ex- 
perience. Therefore, while the firm is 
buying the use of a tool for making a 
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profit, that tool is decreasing in value 
from year to year. The decreasing 
value is reflected in the decreasing series 
of payments. While eleven years may 
not be the exact life of the tool’s use- 
fulness, the system is logical and a fair 
approximation. 

The policy advocated here is also 
favored by its conservatism. It makes 
each year’s operations bear the cost of 
that year. It does not run the danger 
of inflating the value of the assets of 
the company by the creation of intan- 
sible asset accounts. Conservatism is 
to be recommended in handling such in- 
tangible assets. The value of such 
assets is always problematical and 
always varies. Especially in the case 
of a professional firm is this type of con- 
servatism to be desired. Good-will in 
this case is so tied up with the person- 
ality and judgment of a specific partner 
or partners, in addition to being subject 
to so many delicately balanced factors, 
as literally to defy actual valuation. 
‘rom this standpoint, then, it would ap- 
pear desirable to treat the annual pay- 
ment as applying to the use of the name 
for that year but for neither the sub- 
sequent nor the preceding year. 

Treatment of these payments as 
operating expenses is equitable in so far 
as they may affect the associate partners. 
While their share of the profits may be 
reduced by such action as compared with 
treatment as a capital investment, yet it 
is surely equitable that all partners 
should bear the legitimate costs of doing 
business. 

As indicated at the outset, the pay- 
ments would not be included in the tax- 
able income of the partners. The pay- 
ments constitute income to the estate. 
All parties concerned pay taxes only on 
the net amounts received. 
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Conclusion 


As stated above, no dogmatic and 
water-tight decision can be reached on 
this case. Accounting practice is not so 
standardized that absolute decisions can 
be reached on certain disputed points. 
It is flexible and leaves much room for 
individual judgment. In this partic- 
ular case there is much to be said in 
favor of all the possibilities presented. 

In the foregoing discussion, it is be- 
lieved that the weight of the evidence 
lies with treating the payments as oper- 
ating expenses, the income tax being 
paid by both the partners and the estate 
on the actual amounts received. This 
treatment, moreover, does not involve 
placing what may be questionable assets 
upon the books nor does it lay the asso- 
ciate partners open to future tax assess- 
ments if levy is delayed. The estate is 
not made an “‘insider” in the new firm. 
It was further brought out that the pay- 
ments are analogous to a license fee and 
should be treated as an_ operating 
expense. 

The case is important, however, be- 
cause it shows in one phase the com- 
plexity of accounting problems arising 
out of the partnership relationship. It 
shows the importance of careful draft- 
ing of the partnership agreement to 
take in all aspects of the contingencies 
to be provided for. The case is also 
indicative of the concentration of many 
of these problems in the determination 
of an accounting procedure. Finally, 
the case points out the fact that the par- 
ticular partnership and the business in 
which it is engaged are major points of 
consideration and that broad general- 
izations on these points will not hold in 
all cases. This restriction on case 
analysis is always assumed. 
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LEGAL DEVELOPMENTS 
SIGNIFICANT IN BUSINESS 


GIRARD GROCERY COMPANY ' 


HE Girard Grocery Company, a 
wholesale grocery concern of Phil- 
adelphia, Pennsylvania, became a 
bankrupt in 1926. Among the steps 
taken by the trustee in bankruptcy in 
settling the affairs of the company was 
an attempt to compel its directors to re- 
turn certain funds which were alleged to 
have been paid out wrongfully as divi- 
dends. 
The Girard Grocery Company was 
incorporated in 1908 under the laws of 
Pennsylvania, for the purpose of carry- 


ing on a wholesale business principally 


in groceries and food products. The 
stockholders were confined to retail 
grocers to whom the company sold 


goods, the business accordingly being 
carried on in the nature of a coopera- 
tive organization. ‘The original capital 
was $175,000. It was later increased to 
$1,000,000, divided into 10,000 shares 
of $100 each, of which there were is- 
sued and outstanding at the time of the 
bankrupt proceedings, stock to the ag- 
gregate value of $441,800. 

The business was prosperous from 
the start and by the year 1920 the cor- 
poration had accumulated a surplus of 
issets over liabilities of approximately 
$171,000 and for a number of years, up 

had declared and paid divi- 
dends. In that year, however, it met 
with financial disaster, suffering a loss 
of $1,000,000, due, as claimed by the 
directors of the Girard Grocery Com- 
pany, and admitted by the trustee, not 
to mismanagement, neglect, or wrongful 


to 1920, 


' Branch v. Kaiser, et al., 140 Atl. 49 





practices on the part of the directors, 
but to a condition in the market for cer- 
tain commodities, chiefly sugar and food 
products. To supply the demand of 
customers the Girard Grocery Company 
had bought these commodities outright, 
or contracted for their future delivery 
at the then prevalent high prices. 

In 1920 these prices suddenly 
slumped, particularly sugar, which 
dropped from 26 cents to 5% cents a 
pound. In this one commodity the com- 
pany lost about $500,000. A similar 
amount was lost on the purchase of food 
products. This occurrence culminated 
during the fiscal year of the company 
between July 1, 1920 and June 30, 1921. 
It was a post-war condition in the mar- 
ket which the directors could neither 
foresee nor prevent. 

From the inception of the corporation 
to its bankruptcy in 1926, the director- 
ate was continuous, Kaiser being presi- 
dent and Schoch holding the office of 
secretary. Instead of acquainting the 
stockholders with the actual unstable 
financial condition of the corporation, 
for which they were blameless, facing 
the publicity of the unquestioned in- 
solvency, of which they certainly had 
knowledge, and setting about for a 
legal adjustment of affairs, the officers 
of the company deliberately adopted 
and put into practice a system of de- 
ception which was designed to conceal 
the insolvency of the company from 
the stockholders and from the public. 
Their idea was to recoup, by means of 
future business, the loss of $1,000,000, 
and thereby again place the company 
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upon a sound financial standing. The 
situation was desperate, of course. 
There was no longer a surplus, and a 
nanifest impairment of capital existed. 

The directors exercised a practically 
exclusive supervision over the manage- 
ment of the company’s business and 
hnancial transactions, and in this situa- 
tion appear to have experienced no difh- 
culty in putting into effect their plan for 
an effective concealment of the loss of 
ig20 and to enable the company, as 
they hoped, to emerge financially re- 
habilitated from its troubles. These 
plans included false overvaluation of as- 
sets, refraining from notice of the 
$1,000,000 loss in their reports, a pre- 
sentation of false annual statements, 
and a diversion into dividends of profits 
that should have been applied to lessen- 
ing the capital’s impairment. A sum- 
mary of these practices will show the 
extent and method of their operations. 

Beginning with the close of the fiscal 
year 1921, they made no record in the 
company’s books of the $1,000,000 loss, 
gave no notice of it in their annual re- 
port, and merely noted in that report 

deficit of $22,756.87. In addition, 
they presented inflated inventory sheets, 
giving to the actual merchandise the 
company had on hand a cost valuation, 
when in fact the value had enormously 
decreased. The same methods of con- 
cealment, misrepresentation, and _ficti- 
tious inventories were continued during 
the years down to and including 1925 

These methods and practices, as set 
forth in detail in the bill, are frankly 
admitted in the answer of the directors, 
with the exception or excuse, that “the 
increase in the item of inventory was 
made with the intent and purpose of 
carrying on the business of the said Gir- 
ard Grocery Company for the benefit of 
the stockholders.” It is doubtless true 
that such was the actuating motive im- 


pelling them to resort to their fraud- 
ulent misrepresentations and _ conceal- 
ment. It was, however, a practice which 
safe and honest business methods will 
not support and which the law will not 
tolerate. The Court pointed out that 
where the actions of the directors are of 
such a nature that they directly and pri- 
marily affect the interests of stockhold- 
ers in their shares of stock, by diminish- 
ing their value or otherwise injuring 
their rights, then the stockholders may 
sue to redress the wrong. 

Unfortunately the directors did not 
stop with these deceiving representa- 
tions and false inventories; a situation 
additional to these was necessary to sus- 
tain appearance of solvency. Something 
of a more tangible and satisfying na- 
ture was necessary to hold down suspi- 
cion and prevent possible investigation. 
There still remained unused an excep- 
tionally effective proceeding for that 
purpose, that of declaring and paying 
dividends. 

The expectation of the directors that 
there would be profits made by the com- 
pany after the loss of 1920, was not un- 
founded. Profits were realized, and in 
1922 while still concealing the corpora- 
tion’s loss, and continuing the inflating 
of inventories and furnishing falsifying 
statements, with the organization in ac- 
tual insolvency, a meeting of the direc- 
tors was held at which a dividend was 
declared, followed by similar action in 
the succeeding years down to and in- 
cluding 1925. The total amount paid out 
in dividends was in excess of $132,000. 
The payment of these annual allotments 
out of current profits was admitted by 
the directors and justified by them on 
the ground that in the years of the pay- 
ments profits were realized from the 
business of the company and that the 
distributions were made out of profits 
accruing after the insolvency of 1920. 
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The court held that the only proper 
and rightful use of these profits was to 
apply them, so far as they went, to the 
reduction of the deficit, and hence that 
their application to the payment of divi- 
dends was clearly unjustifiable and il- 
legal. 

Commentary 


In 1920 and 1921 many directors 
found their companies in the same po- 
sition as the Girard Grocery Company. 
Inventories had been steadily growing 
and prices had risen rapidly. When the 
sudden break in prices occurred and the 
values of inventories were reduced 40 
and 50%, the directors found that the 
companies, which they had considered 
very profitable and financially sound, 
were mere shells of their former selves 
and in many cases insolvent. In num- 
erous instances the company’s entire 
loss was attributable to the shrinkage 
in the value of the inventory. 

After the $1,000,000 loss in 1920 the 
Girard Grocery Company was actually 
insolvent, and a true statement of the 
company’s condition would have forced 
it into receivership. The directors felt 
confident, however, that the company 
could recoup its losses after a few years 
of operation. They felt that it was un- 
fortunate for a company, which had been 
able to show profits from operations 
every year, to be forced into receiver- 
ship because of the unforeseen drop in 
the prices of sugar and groceries. They 
may have considered the sharp drop in 
prices as merely temporary and fully 
expected the market for food products 
to recover. 


Accounting 


Twenty years ago accounting methods 
were neither so accurate nor so uni- 
formly understood as they were at the 
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time the case of the Girard Grocery 
Company came before the courts. It is 
only in recent years that many business 
men and members of the bar have real. 
ized that accounting is not an exact 
science; that the figures on a balance 
sheet are but prudent estimates at best, 
and that the calculation of the amount 
of profits made by a company is a diffi- 
cult and frequently a debatable question. 

No one may very well question the 
soundness of the decision in this case. 
There is little doubt that the direc- 
tors of the Girard Grocery Company 
issued balance sheets which they knew to 
be incorrect. This was done to deceive 
the creditors of the company. The prin- 
cipal method of deception was to value 
the inventory at cost instead of market 
price, which was nearly a million dollars 
less. 

There is no common law rule or stat- 
ute that requires a company to value its 
inventory at the market price in the 
event that it is lower than the cost price. 
There are ethical and legal reasons, 
however, why a company should not 
publish a statement that is known to be 
false and which is issued for the purpose 
of deception. 

It is probable that twenty-five years 
ago this method of accounting for in- 
ventory would have been defended by 
some accountants and lawyers. It is 
quite certain that there were then two 
schools of thought on the subject: those 
who believed that cost was the basis for 
all values that were to appear on the 
balance sheet and those forerunners of 
modern accounting, who preached that 
“cost or market, whichever is lower” is 
the proper basis for determining the bal- 
ance sheet value of an inventory. 

Considering the size of the inventory 
shrinkage in the case of the Girard 
Grocery Company, it is doubtful if even 
the exponents of the “‘cost” basis would 
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not have admitted that the market price 
should have been noted on the balance 
sheet. Accountants have shaken off the 
shackles of dogmatism, and the blind ap- 
plication of rules has given way before 
an honest attempt to make the records 
reflect the true picture of financial con- 
ditions. 

Accountants distinguish between 
“fixed” and “circulating” assets.? In 
general, it is considered sound account- 
ing to value the fixed assets at cost des- 
pite a subsequent decline in their price. 
At the present time, however, there is a 
growing tendency to give some weight 
to replacement values. This is particu- 
larly true in adopting a policy of depre- 
ciation. Circulating assets should be 
valued at cost or market, whichever is 
the lower. 

A grocery company purchased canned 
goods for $1,000 and a counter for 
$1,000. A week later, when the balance 
sheet was made, the market price of the 
canned goods was $800 and an exact 
duplicate of the counter could be pur- 
chased for $800. 

Accountants would show the canned 
goods at $800 on the balance sheet and 
the counter at $1,000.23 The canned 
goods are valued at the market price be- 
cause they represent a commodity which 
the company buys and sells. The mar- 
ket price is important because it deter- 
mines, to a large extent, what the com- 
pany can obtain for the goods. If the 
cost price, which was higher than the 
market price, had been used, the current 
ratio of the company would have been 





*“By fixed assets are meant those which are 
bought for permanent or long-continued use, by cir- 
culating assets those whose use is relatively short 
or which are purchased for resale as merchandise.” 
Modern Accounting, H. R. Hatfield, p. 81. 


*It is assumed that the balance sheet is for a 
going concern and not for one that is contemplating 
liquidation. 
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better than warranted by the actual 
facts. Unless the company is in very 
poor financial condition the current ratio 
is greatly stressed by the average credi- 
tor. 

In the case of the counter it is very 
different. Once the counter is installed, 
the market price is of little importance 
to the going concern. After a few 
months’ use the counter will have to be 
depreciated, and it would then be very 
dificult to obtain an accurate market 
value. Since the company is not con- 
sidering liquidation, and the service 
rendered by the counter is necessary and 
satisfactory, its market value is of little 
interest to either the company or its 
creditors. 

While it is customary to value fixed 
and circulating assets in the manner de- 
scribed, it is not the universal practice. 
A company whose entire inventory con- 
sists of sugar, values it at a nominal 
amount per pound. The value is about 
two-thirds the market price and much 
less than the cost. In other words, the 
inventory is considerably undervalued. 
Many accountants approve of such a 
policy on the grounds of conservatism. 
It is true that the creditors will not ob- 
ject to such deception, but what of the 
company’s stockholders? Some of them 
may be discouraged by the company’s 
financial condition and dispose of their 
holdings at a price much lower than war- 
ranted by the true condition of the com- 
pany. 

Some corporations with large, scat- 
tered inventories value them at cost in 
order to save trouble. It is often stated 
that, if the market price were used, it 
would take many weeks of clerical work 
to ascertain the value while the cost 
price can be determined from the books 
with ease. Of course, the cost price of 
the inventory would not be used in the 
event of sudden and drastic declines in 











494 


market prices, such as occurred in 1920 
and 1921. 

Two companies used the same meth- 
ods of valuing inventories, namely, cost 
or market value, whichever is lower. 
The first concern purchased 100 bales of 
cotton for $10,000. A few months later 
the second concern purchased 100 bales 
of cotton for $14,000. Both companies 
issued balance sheets the following 
month when 100 bales of cotton were 
worth $15,000. The balance sheets of 
the two companies showed different 
values for inventories. The first com- 
pany showed its 100 bales of cotton with 
a value of $10,000 while the second 
company, with exactly the same inven- 
tory, showed a value of $14,000. 

The accounting of both companies 
was correct. This shows quite clearly 
that the figures on the balance sheet, 
even when accurately determined and re- 
corded are but prudent estimates and 
very frequently prove to be only general 
guides as to a company’s financial con- 
dition.‘ 


Declaration of Dividends 


In order further to mislead the public 
and the creditors and stockholders of 
the Girard Grocery Company, dividends 
were paid on the common stock in 1922. 
These dividends were paid out of cur- 
rent operating profits. 

The question at once arises as to 
whether the directors of the company 
had the legal right to declare the divi- 
dends out of current earnings when a 
large capital deficit existed. 

Numerous cases involving this ques- 
tion have come before the courts of this 
country and England.” In many of the 
English decisions a distinction was made 
between circulating and fixed capital. 
The weight of English decisions appears 
to be that a company may declare divi- 
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dends if a loss in fixed capital exists but 
not if there is a loss in circulating as. 
sets.© One must not compare the Amer- 
ican and English corporation practices 
without first going into the great differ- 
ences in their character and formation. 
The attitude of creditors towards cor. 
porations is very different in the two 
countries because they realize the 
marked differences in the corporate 
forms. To transfer the English prac- 
tices to this country without the rest of 
the set-up would tend to encourage 
fraud. 

Disregarding mining and other en- 
terprises with wasting assets, there ap- 
pears to be no good reason why a com- 
pany should pay a dividend unless it 
has a balance-sheet surplus.’ When a 
company suffers a loss, no matter 
whether it is fixed or circulating capital, 
the stockholders, being owners of the 
company, have suffered a loss. If the 
company’s earned surplus is large 
enough to extinguish the loss, the direc- 
tors should be free to declare the re- 
maining surplus as a dividend if the wel- 
fare of the company will not be impaired 
by such action. 

In the event that the balance-sheet 
surplus was not large enough to cover 
the losses sustained, the stockholders’ 
equity has been impaired. It would not 
be sound business for a company to de- 
clare dividends under such conditions 





* The modern accountant would probably note on 
the balance sheet, perhaps as a footnote, the market 
value of the inventory in the case of the first com- 
pany referred to above. 

5 Kingston Cotton Mill Co. (1895) 2 Ch. 245: 
National Bank of Wales (1899) 2 Ch. 629; Eyster 
v. Centennial Board of Finance, 940 U. S. 503. 

® Verner v. The General and Commercial Invest- 
ment Trust, Limited. (1894) 2 Ch. 239. 

7 Lee v. Neuchatel Asphalte Company, Limited. 
L. R. 41 Ch. Div. 1, pertaining to wasting assets. 
The decision in this case has been severely criti- 
cised. H.R. Hatfield, of. cit., p. 205. 
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irrespective of the legality of such an 
action. 

In this country ‘‘the general rule, even 

n the absence of any statute on the sub- 
‘ect, is that dividends in a going concern 
can be properly declared and paid only 
out of profits, and not out of capital or 
issets required for the security and pay- 
ment of creditors.’”® 

[he creditors of a company would 
certainly have reason to object to the 
distribution of a dividend when the bal- 
ance sheet of a company shows a deficit 
or will show a deficit after the dividend 
is paid. Many states will not allow a 
corporation to issue stock until it has re- 
ceived cash or valuable assets equal to 
the par value of the stock issued. This 
is required for several reasons, one of 
the most important of which is to pro- 
tect the creditors of the company. The 
assets received for the stock act as a 
buffer to absorb losses sustained by the 
company. If the company can turn 
around and pay dividends which reduce 
the equity of the stockholders, the result 
as far as the creditors are concerned is 
the same as though the company had not 
received par value for the stock issued. 
It is quite true that a deficit will appear 
on the balance sheet, which will act as a 
warning to prospective creditors; but 
this will be of small consolation to those 
to whom the corporation is already in- 
debted. 

In many states the statutes pertaining 
to the payment of dividends are not very 
clear. In the case of Miller v. Bradish 
the court was called upon to decide 
whether the stock of a corporation 
should be considered a liability of the 
corporation in the sense in which the 
term was used in the statute.® The lowa 
statute declares that the “payment of 


dividends which leaves insufficient funds 
to meet the liabilities of the corpora- 
tion” shall be deemed a fraud. 

The court decided that the stock of 
a corporation was not a liability and 
that a company could continue to pay 
dividends as long as its assets were 
larger than its liabilities, not including 
capital stock. This simply meant that 
a corporation with no surplus or deficit 
could pay as dividends an amount equal 
to the entire capital stock. 

Legally this decision may have been 
sound, but it is certainly absurd from an 
accounting and economic viewpoint and 
fortunately it is opposed to the rule 
prevalent in other American jurisdic- 
tions. 

Some accountants think that a com- 
pany should be allowed to pay dividends 
out of current profits despite the losses 
in fixed assets which have occurred in the 
past. They declare that the dividends 
should be paid on the basis of the oper- 
ating statement and not upon the con- 
dition of the balance sheet. They argue 
that because a company lost a warehouse 
last year, for example, which wiped out 
the balance-sheet surplus and left a defi- 
cit, there is no reason why the company 
should not pay a dividend this year when 
the operating profits are large. The 
capital loss took place in the past, and 
the dividends are paid on the basis of 
current operations. This line of reason- 
ing places too much emphasis on the ac- 
counting year. Unfortunately, a loss 
which occurred last year can not be for- 
gotten or disregarded so easily; a glance 
at the balance sheet will bring it to mind 
for many years if steps are not taken to 
wipe out the deficit. 





8 Davenport v. Lines, 72 Conn. 118, 128, 44 Atl. 17. 
® Miller v. Bradish, 28 N.W. 594 (Iowa). 
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THE EFFECT OF THE SUBSIDIARY CORPORATION 
ON THE PARENT COMPANY 


The Development and Present Status 
of the Law 


ORPORATIONS in the United 
States prior to the nineties were 
created, for the most part, not by gen- 
eral laws but by special acts of the state 
legislatures. The charters thus ob- 
tained seldom expressly granted the 
power to hold the stock of another cor- 
poration. The holding power was only 
sporadically granted, because there was 
little demand for it on the part of busi- 
ness and because, as a consequence, the 
legislatures were left free to reflect 
upon the possible abuses of the power if 
it were allowed. The result was that 
one corporation could hold stock in an- 
other only if the right to do so fell 
within the scope of its incidental 
powers; i. ¢., the powers which were 
reasonably necessary to carry out the ex- 
press powers granted in the charter. 

During the last quarter of the nine- 
teenth century the size and scope of in- 
dustrial enterprises became definitely 
enlarged. Business became more com- 
plex, with the result that new uses began 
to be discovered for the corporate de- 
vice. As a consequence the demand for 
incorporation grew and, to meet this de- 
mand, a great many states in the nineties 
provided for the creation of corpora- 
tions under general laws. These laws 
permitted incorporation for any lawful 
purpose and thus enabled one corpora- 
tion, by the insertion of a provision to 
that effect in its articles of incorpora- 
tion, to hold the stock of another. 

A few states went even further and 
passed statutes to the effect that corpo- 
rations created under the laws of those 
states, or corporations doing business 
in those states although not created 


under their laws, had the power to hold 
the stock of other corporations, regard- 
less of whether or not the articles of in- 
corporation permitted the exercise of 
this power. Under these statutes most 
of our great holding companies were 
formed. 

Let it not be assumed, however, that 
the increased formation of pure holding 
companies was the only result of the in- 
creased liberality of the legislatures in 
respect to the corporation laws. Every 
manufacturing, mining, utility, and dis- 
tributing unit of any size gradually took 
advantage of the new corporation laws, 
and, for one purpose or another, either 
created or acquired subsidiary corpora- 
tions. 

The present status of the law in re- 
spect to subsidiary corporations may be 
summarized as follows: One corpora- 
tion still can not, either by original sub- 
scription or by purchase, become a 
stockholder in another corporation, 
unless the power to do so is expressly or 
impliedly conferred by the terms of its 
charter. This rule of substantive law, 
however, is relatively unimportant, be- 
cause the laws of practically every state 
in the Union permit a corporation, with 
the usual exception of banks, trust com- 
panies, insurance companies, public utili- 
ties, and municipal corporations, to be 
created under general laws for any pur- 
pose for which existing corporations op- 
erate. A corporation, therefore, has but 
to insert the holding power in its articles 
of incorporation, either at the time of 
creation or at a subsequent date by 
amendment, and its right to hold the 
stock of other corporations can not be 
denied. There are many states, further- 
more, which by statute expressly permit 
one corporation to hold and vote the 








10ld 
ard- 


of 
10st 
ere 


hat 
ing 


- in 
ery 
lis- 
0k 
WS, 
ler 
ra- 


re- 


ra- 








stock of another corporation, despite 
the fact that the corporation in question 
may not have inserted the holding power 
in its articles. 

All in all, there are today few impedi- 
ments in the way of the subsidiary cor- 
poration, irrespective of the state in 
which the parent corporation may have 
been created. With the exception of 
Mississippi, all states, in one way or an- 
other, offer the stockholding privilege; 
and, although a few states place restric- 
tions upon that privilege, these restric- 
tions, for the most part, are not burden- 
some. 

The subsidiary corporation may be a 
hitherto independent concern which is 
acquired by purchase, or it may be a new 
corporation which is created at the in- 
stance of the officers or directors. In 
the latter case, by the great weight of 
authority, the corporation itself can not 
be an incorporator. The statutes of 
many states specifically limit incorpora- 
tors to “adult persons’, ‘“‘persons of 
lawful age”, “persons over the age of 
21”, “persons of full age’, or “adult 
residents.” The effect of such statutes 
is to permit the formation of corpora- 
tions only by natural persons. The great 
majority of state statutes, on the other 
hand, do not contain phrases which are 
descriptive of the type of person per- 
mitted to form a corporation, but the 
decisions are uniform to the effect that 
the term “person” in those statutes 
means natural person. 

How, then, are new subsidiary corpo- 
rations created? They are created by 
natural persons intimately connected 
with the parent corporation, and the lat- 
ter subsequently subscribes to the whole 
or part of the capital stock of the sub- 
sidiary. The spirit of the law is really 
broken in this fashion; yet so useful and 
desirable a tool has the subsidiary cor- 
poration proved to be that the courts 
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have generally upheld this practice on 
the few occasions the question has been 
presented to them. 


The Employment of the Subsidiary 
Corporation for Purposes of 
Organization 


That the subsidiary corporation has 
proved to be an extremely useful frame- 
work for business organization and ad- 
ministration is evidenced by the great 
number of subsidiaries which are in op- 
eration at the present time; almost every 
company of any size has one or more 
subsidiary corporations. It is interest- 
ing, therefore, to note some of the pur- 
poses for which this device is utilized. 

(1) Subsidiary corporations, in place 
of separate divisions or departments, 
may be used to carry on the various ac- 
tivities of the enterprise. Thus, there 
may be a company handling raw mate- 
rials, a producing company, a finance 
company, an advertising company, an in- 
surance company, a sales company or an 
export company. The sales company is 
one of the most common types of sub- 
sidiary, for it enables a corporation to 
secure effective control and still avoid 
the legal liability incident to selling 
through an agent.’ Many large com- 
panies in fact, such as General Motors, 
and indeed many companies of moderate 





1A corporation selling through an agent is re- 
sponsible for the contracts of the agent, if made 
within the apparent scope of his authority, and for 
his torts, if committed while acting within the 
actual scope of his authority. A subsidiary frees 
the corporation from this responsibility. 

A corporation selling through an agent makes 
certain warranties to the purchaser which it does 
not make, in most jurisdictions, when selling 
through a subsidiary. 

A corporation selling through an agent must 
bear all risks, since title does not pass until the 
goods are sold to the ultimate consumer. These 
risks are shifted to the subsidiary when this device 
is utilized. 
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size, such as Amalgamated Leather, op- 
erate through a veritable network of 
subsidiaries covering every possible 
phase of their operations. 

(2) Subsidiary corporations are fre- 
quently created for the purpose of carry- 
ing on business in foreign countries or 
in states other than the state of incorpo- 
ration. This may be done to increase 
the profitability of the foreign business 
by giving it the semblance of a local in- 
stitution. Thus, the Pennsylvania Salt 
Manufacturing Company created a sub- 
sidiary to operate in Tacoma, Washing- 
ton, under the name of the Tacoma 
Electrochemical Company. 

This may be done for still another 


reason, namely, to obtain the advan- 
tages which accrue to domestic corpora- 
tions. The laws of many states place 
restrictions upon the entrance of foreign 
corporations, or, once they are entered, 
tax them on a basis different from that 
for domestic corporations. As a conse- 
quence, many companies, like Interna- 
tional Cement and McCrory Stores, 
have subsidiaries “incorporated in all 
those states in which they do business. 
For the same reason most companies 
operating in foreign lands create sub- 
sidiary corporations in all countries in 
which their activities are carried on. 
Thus, National Cash Register has sub- 
sidiaries incorporated in Great Britain 
and in all the principal nations of Con- 
tinental Europe. 

(3) Companies which have the 
stockholding privilege frequently utilize 
the subsidiary corporation to carry on 
operations which they can not carry on 
directly. Trust companies, for example, 
can not engage directly in industrial ven- 
tures, but they can do so indirectly if 
they have the stockholding privilege. 
The Workmen’s Compensation Acts of 
most states compel corporations to carry 
accident insurance on behalf of their em- 
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ployees but prohibit them from insuring 
the employees themselves. Many cor. 
porations, however, either singly or in 
conjunction with others, avoid the latter 
provision through the formation of sub. 
sidiary insurance corporations. Most 
industrial corporations, furthermore, 
can not under their charters operate a 
railroad or other public utility business, 
but they can do so through the creation 
of a subsidiary corporation. 

(4) Even where industrial corpora. 
tions are permitted under their charters 
to operate a railroad or other public 
utility business, subsidiary corporations 
are invariably created to prevent regu- 
lation of the whole enterprise as a pub- 
lic utility. Endicott-Johnson, for ex- 
ample, has a subsidiary, Endicott Water 
Works, to supply water to the town of 
Union, New York. 

(5) Subsidiaries are frequently cre- 
ated to preserve the secrets of the busi- 
ness as a whole, where state statutes re- 
quire periodic publication of informa- 
tion by corporations doing business in 
those states. This is one of the reasons 
behind the formation of sales companies 
such as the Hood Rubber Products 
Company. 

(6) Subsidiaries are sometimes cre- 
ated merely to act as a holding company 
for concerns which are closely grouped 
geographically. Thus Canadian Hydro- 
Electric Corporation was organized for 
the purpose of holding the interests of 
International Paper in Gatineau Power 
and other companies. 

(7) Subsidiaries are often formed to 
enable the joint use of one property by 
several companies. Railroad terminals 
afford the best illustration of this use. 
The Boston Terminal Company, for ex- 
ample, is jointly owned by the New 
York, New Haven & Hartford, the Bos- 
ton & Providence, the New York Cen- 
tral, and the Old Colony. The Gulf 
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[erminal Company is jointly owned by 
the Southern Railway and the Mobile & 
Ohio. 

(8) Subsidiary corporations may be 
created to protect a trade name. To il- 
lustrate, the Electric Boat Company 
formed a subsidiary, the Elco Company, 
for the sole purpose of maintaining and 
protecting the trade name “Elco.”’ Since 
“Elco” is the name of a company, it can 
not be utilized as a trade name by other 
concerns. 

(9) Title to wasting assets, such as 
lumber, is usually placed in subsidiary 
corporations, principally for the reason 
that the revenues from wasting assets 
are in part depletion. General Box Cor- 
poration, for example, owns its timber 
supply through a subsidiary, General 
Timber Company. 

(10) Sometimes under the terms of 
a will or a trust indenture, certain 
branches of a business are subjected to 
express directions by the testator or 
maker. A subsidiary corporation may 
be created to keep these branches sep- 
arate and distinct from the rest of the 
business. 

(11) The subsidiary device is fre- 
quently utilized by business corporations 
in the expansion of their activities. 
Through this medium one company is 
able to acquire control over other exist- 
ing companies without a large cash out- 
lay. Control may be financed through 
an exchange of securities (Continental 
Oil and Postum), through collateral 
trust bonds (recent acquisition of Gen- 
eral Public Utilities and Community 
Power & Light by American Commun- 
ity Power), or through the purchase of 
51% of the stock (American Refining). 

In order to retain the old manage- 
ment and to safeguard the good-will of 
concerns acquired in toto under an ex- 
pansion program, many companies deem 
it desirable to maintain these concerns as 


LEGAL DEVELOPMENTS SIGNIFICANT IN BUSINESS 499 


separate and distinct units. The subsid- 
iary device is utilized for this purpose. 
Companies which Postum, for example, 
has acquired, such as Minute Tapioca, 
Walter Baker & Company, Log Cabin 
Products Company, have _ invariably 
been maintained as separate entities. 

In carrying out expansion programs, 
business concerns frequently establish 
their own retail outlets. These are 
usually held by subsidiary corporations. 
Winchester-Simmons Company, for ex- 
ample, operates its own retail outlets 
through a subsidiary, Winchester Retail 
Stores Company. Along the same line, 
there is a notable tendency on the part 
of investment bankers to form their own 
investment trusts and to control them 
through the medium of the subsidiary 
corporation. 


Uses of Administration in Financial and 


Other Operations 


(1) Since securities may be issued by 
the subsidiary as well as by the parent 
corporation, the use of the subsidiary 
device enables a company to secure a 
greater amount of capital per dollar of 
earnings. International Paper is an ex- 
cellent example of this situation. 

(2) Subsidiaries are sometimes cre- 
ated to obtain larger loans from a bank, 
when the bank is prohibited by law from 
lending more than a certain amount to 
any one borrower. National banks can 
not lend more than 10% of their cap- 
ital and surplus to any one individual or 
corporation, and most states have stat 
utory provisions to the same effect, 
although in many states the percentage 
is higher. 

(3) Specific construction projects are 
often financed through the creation of 
subsidiary corporations. Thus the May - 
Building Company of California and 
the May Building Company of Missouri 
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were created as subsidiaries of May De- 
partment Stores in order to finance and 
erect buildings for the latter. The con- 
struction was financed by bonds of the 
subsidiaries, and the buildings, when 
erected, were leased back to the parent 
corporation. 

Construction projects are frequently 
financed through the creation of a sub- 
sidiary corporation in order to avoid an 
“‘after-acquired property” clause in a 
corporate mortgage. Although the stock 
of the new corporation falls under the 
corporate mortgage, the property itself 
does not. Hence the construction can 
be financed by the issue of first-mortgage 
bonds. 

Aside from the financing of specific 
construction projects, however, subsid- 
iary corporations are frequently created 
to hold property on which new first- 
mortgage bonds are issued in avoidance 
of an after-acquired property clause. 
This fact accounts for the existence of 
so many apparently purposeless railroad 
subsidiaries. 

(4) Subsidiaries are also sometimes 
created in order to avoid restrictions 
placed upon increased capitalization by 
the terms of a bond indenture. 

(5) Frequently a subsidiary is cre- 
ated for the purpose of liquidating cer- 
tain assets of the parent corporation. 
To illustrate, a small branch road of the 
Southern Railway Company in Missis- 
sippi was losing money, and the com- 
pany determined to liquidate it. Accord- 
ingly, there was created a new corpora- 
tion, the Southern Railway Company in 
Mississippi, to which was granted and 
conveyed the branch road in question. 
The parent corporation then let the sub- 
sidiary get behind in its taxes and finally 
permitted it to be sold at public auction. 

(6) Sometimes the subsidiary corpo- 
ration is utilized to prevent the further 
impairment of assets. A failing business 
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may create a subsidiary and transfer to 
it sufficient assets to meet liabilities 
already incurred. This may or may not 
be done at the instance of the bankers 
involved. 

(7) Products which are inferior to 
the main product of the company are 
often put out through the medium of a 
subsidiary corporation with a name dif. 
ferent from that of the parent corpora- 
tion. In this way injury to the reputa- 
tion of the main product of the company 
is avoided. Firestone Tire & Rubber 
Company, for example, markets the 
Oldfield Tire, a lower grade than the 
Firestone Tire, through the Oldfield 
Tire Company. 

(8) Subsidiaries are frequently 
formed to carry on doubtful ventures of 
every kind in order to protect the assets 
of the company in the event of failure.’ 
To illustrate, the Marland Oil Company 
operates in Mexico through a subsid- 
iary, the Marland Oil Company of Mex- 
ico. The latter company in turn, to 
minimize the risk still further, is en- 
gaged in exploring its concessions in 
Sonora and Lower California through 
the Compania Petrolera de Sonora. 

(9) Closely akin to the above use is 
the fact that subsidiaries are frequently 
created in order to avoid liability for 
damages in the case of projects which 
are inherently dangerous to life and 
property. The most outstanding illus- 
trations of such projects lie in the field 
of water power companies. The Great 
Western Power Company of California, 
for example, created the Western Canal 
Company to employ the waters of the 
Feather River for agricultural purposes 
after they had been used for purposes 
of power. 





2A few states have stockholders’ liability laws, 
but in most jurisdictions the liability of the parent 
corporation is limited to the amount of its capital 
investment in the subsidiary. 
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(10) Subsidiary corporations are 
sometimes created in order to facilitate 
the use of overlapping patents. For ex- 
ample, American Ball Bearing, Packard, 
and Peerless each owned separate pat- 
ents on equipment for automobile rear 
axles. These patents overlapped, and 
one company could not give a license 
under the patent which it owned without 
complaints of infringement and threat- 
ened suits on the part of the others. 
Accordingly the three companies in ques- 
tion created a new corporation, the Kar- 
do Company, to which all the patent 
rights were transferred. This company, 
as owner, was able to grant licenses 
without uncertainty and the possibility 
of litigation. 


The Abuses of the Subsidiary 


Corporation 


So wide-spread has the use of the 
subsidiary corporation become, and for 
such a great variety of purposes has it 
been utilized, that the device has neces- 
sarily resulted in a certain amount of 
abuse. Some of the abuses are more 
serious than others; of some the law has 
taken cognizance; of others it has not. 

(1) One of the abuses to which the 
subsidiary corporation peculiarly lends 
itself is that of financial manipulation. 
Subsidiaries are sometimes created 
solely for the purpose of credit—in 
order to give the corporation in question 
a balance sheet free from doubtful as- 
sets or from assets upon which mort- 
gages have previously been laid. There- 
upon, when securities are sold to the 
public, the clean balance sheet of the 
parent corporation, rather than the con- 
solidated balance sheet, is presented for 
examination and analysis. 

Most companies refrain from this 
questionable practice and, despite the 
purpose for which a subsidiary may 


have been organized, state their condi- 
tion through the medium of the consoli- 
dated balance sheet. Yet the consoli- 
dated balance sheet may give as untruth- 
ful a picture of the situation as the bal- 
ance sheet of the parent corporation 
alone. Goods sold to the subsidiary by 
the parent corporation, for example, the 
bill for which is not immediately sent, 
may appear in the accounts receivable 
of the parent and in the inventory of the 
subsidiary, but may be left out of the 
accounts payable of the latter. In this 
fashion, to the detriment of prospective 
creditors or stockholders, the net worth 
of the business unit may be shown to be 
larger than it really is. Corporations, 
furthermore, frequently include in state- 
ments of income only the dividends ac- 
tually paid by the subsidiary companies. 
Subsidiary earnings may be allowed to 
pile up for years, not a dollar of them 
showing in the statements of the parent 
corporation. The interests of stock- 
holders are thus prejudiced by the con- 
cealment of vital facts of which the 
stockholders have a right to be in- 
formed. 

(2) From almost the very inception 
of the subsidiary corporation, large busi- 
ness enterprises have attempted to elim- 
inate or control competition through the 
subsidiary device. Attempts of this na- 
ture were condemned by the decision in 
the Northern Securities Case in 1904, 
and the Clayton Anti-trust Act subse- 
quently prohibited the use of the subsid- 
iary corporation substantially to lessen 
competition. 

A recent example of the attempts of 
large business corporations to eliminate 
or control competition through the sub- 
sidiary device is found in the case of 
Swift & Company v. Federal Trade 
Commission. In that case, Swift & 





38 Fed. (and Series) 594. 
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Company acquired and held all the capi- 
tal stock of the Moultrie Packing Com- 
pany and the Andalusia Packing Com- 
pany, but such stock ownership was held 
to be in violation of the Clayton Anti- 
trust Act. 

(3) One of the main abuses of the 
subsidiary has been its use as a “bogus 
independent”’; that is, a company having 
no outward connection with the parent 
corporation. Business men like to avoid 
the appearance of monopoly, however 
much they desire its form, because many 
people dislike to buy from the so-called 
‘trust’. Hence subsidiaries have been 
created to simulate competition and to 
secure the trade of persons who would 
avoid them if the true facts were known. 
Standard Oil has done this—so has 
American Tobacco. Of this abuse, how- 
ever, the law has taken full cognizance, 
and the “bogus independent”’ is held to 
be an unfair method of competition in 
violation of the Clayton Anti-trust Act.* 

(4) Subsidiaries in which there is a 
large interest are frequently despoiled 
or “milked” by the parent corporation 
in its own interests. Doubtful assets 
may be transferred by the parent to the 
subsidiary in return for good ones; the 
parent corporation may overburden the 
capital structure of the subsidiary and 
utilize the funds thus obtained for pur- 
poses which are more for the benefit of 
the former than the latter; or the parent 
may ruin the subsidiary in a price war 
against other companies. 

The case of the American Tobacco 
Company and H. N. Martin & Com- 
pany® is an excellent example of “milk- 
ing’ of the last-named type. In 1903 
American Tobacco acquired control of 
two-thirds of the capital stock of H. N. 
Martin & Company and, in a war 
against independent companies, caused 
the latter corporation to become bank- 
rupt. Much more damage was done to 


the independents than the cost of the 
two-thirds interest, but still the one. 
third minority interest was wiped out as 
well as that of the majority. 

Of this abuse also, the law has taken 
cognizance. Long before the subsidiary 
corporation came into common use, 
courts of equity realized that the inter- 
ests of the minority stockholders might 
be prejudiced by the actions of the ma- 
jority. Consequently, the rule became 
well-established that the majority stock- 
holders are bound not to act fraudu- 
lently, or in bad faith, or beyond the 
powers of the corporation; and when the 
majority violate their obligations in this 
respect the minority stockholders are en- 
titled to appeal to a court of equity for 
relief. Courts of equity may enjoin, at 
the suit of the minority stockholders, 
any action of the majority, which is 
plainly oppressive to the minority and 
fraudulent. The remedy, however, is 
more apparent than real, because not 
only are fraud and oppressive action ex- 
tremely difficult to discover and prove 
but frequently the interests of the 
minority stockholders are prejudiced 
before they actually realize what has 
been going on. 

(5) One of the greatest abuses of 
the subsidiary corporation arises as a 
result of one of the purposes for which 
the subsidiary is most frequently created 
or acquired; namely, to secure limited 
liability in the case of ventures the suc- 
cess of which is problematical. Theoreti- 
cally the subsidiary is an intangible 
legal entity separate and apart from 
that of the parent corporation; the obli- 
gation of the subsidiary is not that of 
the parent. The law is well established 





* Monarch Tobacco Works v. American Tobacco 
Co. et al., 165 Fed. 774, 781; U. S. v. International 
Harvester Company, 214 Fed. 987, 992. 

® Department of Commerce, Bureau of Corpora- 
tions, Trust Laws and Unfair Competition, by 
Joseph E. Davies, March 15, 1915, p. 319. 
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that, if the stockholders of a corporation 
attempt to use the corporation as a 
means of perpetrating a fraud, a court 
of equity will take the necessary steps 
to prevent the fraud. The law is also 
well established that a court of equity 
will prevent a corporation from being 
used for the purpose of evading the pro- 
visions of a statute. But in the great 
majority of instances, there is no at- 
tempt on the part of the parent corpo- 
ration, by the creation of a subsidiary, 
either to perpetrate a fraud or to evade 
the provisions of a statute. 

Corporations, nevertheless, have 
been held liable for the torts and con- 
tracts of their subsidiaries without the 
presence of fraud or attempted evasion. 
Such liability has been imposed either 
(1) on the basis that there existed as 
between the parent corporation and the 
subsidiary the relationship of principal 
and agent, or (2) through a disregard 
of the corporate entity of the subsidiary 
on the ground that the latter was so or- 
ganized and controlled, and its affairs 
so conducted, as to make it merely the 
instrumentality or adjunct of the parent 
corporation. 

The relationship of principal and 
agent may exist as between stockholder 
and corporation, but a stockholder as 
such is not a principal even though he 
controls the corporation through his 
stock ownership. Moreover, although 
such relationship may exist, it is an ex- 
tremely difficult one to establish; and un- 
doubtedly many of the courts which have 
at times relied upon an agency relation- 
ship have relied upon a relationship 
which had no existence at all in point of 
fact. The decisions, however, have at 
least settled the fact that identity of 
directors and officers or ownership of all 
the stock is not sufficient in itself to es- 
tablish the subsidiary as a mere depart- 
ment of the business unit, so as to fall 


within the rule that the corporate entity 
will be disregarded in the event that the 
subsidiary is shown to be a mere instru- 
mentality or adjunct of the parent cor- 
poration. The fact becomes at once 
apparent, therefore, that there are a 
great many instances in which the parent 
corporation can not be held if the courts 
confine themselves within the limits of 
the two legal bases existing at the pres- 
ent time. 

Justice and fairness, however, de- 
mand that liability should be imposed 
upon corporations, and indeed the cases 
give increasing warning that the courts 
will presently extend the liability of the 
parent corporation to a point consider- 
ably beyond present limits to facilitate 
recovery on the part of persons equi- 
tably entitled to legal relief. 


The Changing Status of the Parent 
Corporation 


That the wide-spread use of the sub- 
sidiary corporation for a multitude of 
purposes has changed the functional 
set-up of modern enterprises is familiar 
to every student of business. Yet the 
organization changes which the subsidi- 
ary corporation has wrought are com- 
monly believed to be limited to those 
which concern the carrying-on of activi- 
ties by the subsidiary in place of the par- 
ent corporation itself. The subsidiary 
corporation, however, has gone much 
further than this. Within the past year 
it has actually had the startling effect of 
having changed the legal status of the 
parent corporation. 

The greatest advantage of the corpo- 
rate form of organization is the limited 
liability which it offers. When all the 
operations of the business, however, are 
carried on through the medium of sub- 
sidiary corporations, and the parent cor- 
poration is nothing more than a stock- 
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holding device, the stockholders in this 
device are as well protected when it is 
a joint-stock company as when it is a 
corporation. Furthermore, the joint- 
stock company as an organization device 
permits of greater elasticity in manage- 
ment, avoids the regulations to which 
corporations, especially foreign corpo- 
rations, are subject, and may effect some 
savings in the matter of taxes. As a 
consequence of these facts, at the pres- 
ent time there is a growing tendency to 
change the status of the parent from a 
corporation to that of a joint stock com- 
pany. The International Paper subsidi- 
aries, for example, are no longer held 
by International Paper, a corporation, 
but by International Paper & Power, a 
joint stock company organized under 
the laws of Massachusetts. Whether 
or not this tendency will become increas- 
ingly important will depend upon the 
extent to which the apparent advantages 
of the joint-stock company prove to be 
actual. 

The development of the subsidiary 
corporation has not only changed the 
functional set-up of business enterprises 
but has continually given rise to new 
and novel questions to be decided by the 
courts. 

The stockholder has a right at com- 
mon law to inspect and examine the 
books and records of the corporation at 
a proper time and place and for a proper 
purpose; and in many jurisdictions this 
right is further secured by statutory or 
constitutional provisions. Suppose, how- 
ever, a person owns stock in a corpora- 
tion which operates wholly, or to a large 
extent, through subsidiary corporations 
—has he the right to inspect only the 
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books and records of the parent corpo. 
ration, or can he examine those of the 
subsidiary as well ? 

The right of inspection arose at qa 
time when there were no subsidiary cor. 
porations. Consequently, there is no 
question but that the stockholder’s right 
of inspection was at the outset a right to 
scrutinize the operations of the business 
in every phase. Many of the phases of 
business operations, the books and ree. 
ords of which the stockholder for many 
years has had a right to inspect, are now 
carried on by subsidiary corporations; 
but the stockholder, being the real 
owner of the corporation, is still fairly 
and justly entitled to scrutinize the 
books and records of every department 
of the enterprise. Courts of law may 
deny him this right on the ground that 
he is a stockholder of the parent corpo- 
ration and not of the subsidiary. Courts 
of equity, however, have always oper- 
ated under the maxim “where there is a 
right there is a remedy”. Even though 
courts of law on technical grounds, 
therefore, may hold that the right of 
inspection is limited to the records of the 
parent corporation, courts of equity will 
look at the scope of the right at the out- 
set, will see that it permitted the scrutiny 
of every phase of the business enter- 
prise, and undoubtedly will allow the 
stockholder to inspect the books and rec- 
ords of the subsidiaries as well as those 
of the parent corporation. Equity, un- 
less it ceases to perform its major func- 
tion in law, will not permit the abroga- 
tion of a legal right through the devel- 
opment and utilization of a new form of 
business organization. 
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Thousands of improvements 
in central ofhce equipment in 5 years 


An Advertisement of the 


American Telephone and Telegraph Company 


rHE last five years there requirements. They also make 
ave been hundreds of im- 

vements of major impor- 
nce in telephone central the personal contacts of people 
fice equipment in the Bell System, anywhere in the United States, 


p yssible the high-speed service 
which is eliminating delay from 








lesser improvements by the whether they be separated by three 
sands. Improvements have been floors of a building or three thousand 
ade in switchboard cable, in relays, miles of country. 
cords, in condensers, in selectors, There is no standing still in the 
din the development of new and Bell System. Better and better tele- 
tter materials for all kinds of equip- phone service at the lowest cost is 
nt used in the central offices. the goal. Present improvements con 
[hese improvements have not stantly going into effect are | ut the 

helped to meet the steadily foundation for the greater service 
reasing complexity of telephone of the future. 
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A Comprehensive 
Investment Service 


Underwriters and Distributors of 
Municipal 
Joint Stock Land Bank 
Public Utility 
Real Estate 
Industrial 
SECURITIES 








MEMBERS 


New York Stock Exchange 
Cleveland Stock Exchange 
Cincinnati Stock Exchange 
Chicago Stock Exchange 
Detroit Stock Exchange 
New York Cotton Exchange 
Chicago Board of Trade 


Private wires to principal markets 
of the United States and Canada 


OTIS & CO. 


Established 1899 


CLEVELAND 
New York Chicago Detroit Denver Davenport 
Philadelphia Kansas City Columbus Toledo Akron 
Canton Massillon Louisville 


Colorado Springs Cincinnati 
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Monthly Publications 


of Interest to Investors 


SA PART ot our regular service to stock 
1 \ and bond buyers, we issue monthly 
three publications containing current 
intormation oft interest to investors. 
INVESTMI NT SUGGESTIONS Ist day of month 


INVESTMENT REVIEW 15th day of month 


GREEN Book or SECURITIES 20th day of month 


If you will send the upper half of this advertise- 
ment to any of our offices, checking the tssues you 


desire, we shall be glad to send you sample copies 


HORNBLOWER & WEEKS 


ESTABLISHED 1888 


BOSTON NEW YORK CHICAGO CLEVELAND 
DETROIT PROVIDENCE PORTLAND, ME. PITTSBURGH 


Members of the New York, Boston, Chicago, Cleveland, Pittsburgh and 
Detroit Stock Exchanges and the New York Curb Market Association 


~_——_ee eee ereeeeceee eer eee eee ee ee ee Ke Ke ee eww ewe eee eee eee ee eee eeeeeeeeeeeeeee et 


i eee eee 




















TwTaeawmrauzwrearmm wmawrerrrarr. o caged sae @& 











HARVARD BUSINESS REVIEW 











SoLVING FUEL PROBLEMS 


TEAM power station work of the Stone & Webster 
S Engineering Corporation includes industrial and 
utility plants operating with record economy on all 
kinds of fuels. In many instances, coal, oil and gas 
burning stations are so designed that they can be 
changed at any time to pulverized coal. Some stations 
operate on either oil or pulverized coal or both as 
occasion demands. Some burn oil or gas or both. 
This flexiblity of design enables owners to profit by 
changes in the local fuel market. Our wide experience 
in solving fuel problems is offered to manufacturers 
and others who plan to build new plants or revamp 


old ones to meet new requirements. 
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A SINGLE 
OVERSIGHT ., 


reduced by 18% \ 
an estate it took him 
a business lifetime 


| to build 


‘‘He might have covered 
the shrinkage by Insurance.” 





E could have made certain with a Life is a sure and safe way to have your wishes 
Insurance Trust that the provisions of carried out. 
his will would be carried out in full. With ade- May we send you our booklet, ‘Estate 
quate cash funds instantly available, strong Conservation and Life Insurance Trusts’’? It 
hands and keen minds would have taken up contains interesting facts and practical sugges 


| the task where he left off. What he had built tions for the man who is proud of his success 
i! would have remained intact. and wants it to be carried on undiminished for 
The establishment of a Life Insurance Trust the benefit of his dependents and beneficiaries. 
| with a Bank or Trust Company as your trustee Send for it today. 







INQUIRY BUREAU 


Add ddddddaddddadddaddéad 4444444444444444444 





LiFe INSURANCE COMPANY BOSTON, MASS. 


| 

| : 197 CLARENDON ST. 
oF BOSTON. MASSACHUSETTS 

Please send booklet, ‘‘Estate Conservation and Life Insurance Trusts."’ 

| 
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Address 

















Wisdom in Business 


Many widows and fatherless children owe their comfortable 
stations in life to the sagacity of providers who have been lost 
to them. 

These providers believed in 


Partnership life insurance, and their associates were able 





. . . . . . ° 
to continue in business with funds available when Pe 
- 
death removed a valued executive. Fd 
Pd 
. 7 
It takes time -* 
Pd 
to replace an able partner. Fa 
. 7 - 
Provide for the emergency! - 
ee To The Pruden- 
si oad tial Insurance Co., 
For information send the coupon attached Poi Mowack, H. 3. . 
- 


a Please send full infor- 


THE PRUDENTIAL Pa mation on Partnership 


I . . ‘ life insurance. 
nsurance Company of . 


America Fi Wis 


EDWARD D. DUFFIELD. President ’ 
Home Office. Newark, N. J. rs Address 























HARVARD BUSINESS REVIEW 


McG 


Recently 








Recent Economic Changes in the United States 
Report of the Committee on Recent Economic Changes of the Presi 


ent’s Conference on Unemployment; President Hoover, Chairmat 
cluding the reports of a special statf of the National Bureau | 
Economic Research, Inc | 


Two volumes, not sold separately, 950 pages, 6x9, $7.50 (per set) 


Handbook of Corporate Management and Procedure 
By Eart A. SAcrers, formerly Professor of Accounting Northwestern Uni 


reit 


1264 pages, 6x9, $7.50 


{ History of Mechanical Inventions 
By Apsotr Payson UsuHer, Associate Protessor of Economics, Harvard 


University 


390 pages, 6x9, $5.00 


Varine Insurance—New Second Edition 
By W ILLIAM LD). WINTER, Second Vice-President, Atlantic Mutual Insurance: 
Company of New York. McGraw-Hill Insurance Series 


486 pages, 5'.x8, $4.00 
Coming 


Industrial Accounting—Control of Industry Through Costs 
By THomas Henry SANDERS, Professor of Accounting, Graduate School 
f Business Administration, Harvard University. 


Principles of Economics 
By F. S. Derster, Professor of Economics, Northwestern University 


Human Nature in Management 
By Orpway TEAD 





Send for Copies 


McGRAW- HILL | 


== . 370 Seventh 
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-AILL 


-ublished 


History of Manufactures in the United States 
Volume I (1607-1860) 
Volume II (1860-1893) 
Volume III (1893-1928) 
By Victor S. CLark, Published for the Carnegie Institution of Washingtot 
Three Volumes (not sold separately) per set, $15.00 


Life Insurance—New Second Edition 
By JosepH B. Mac ean, Assistant Actuary, Mutual Life Insurance Com 
pany of New York. McGraw-Hill Insurance Series 
544 pages, 5'4x8, $4.00 


Problems in Accounting Principles 
By Ross GRAHAM WALKER, Associate Professor of Accounting, Graduate 


School of Business Administration, Harvard University. 


620 pages, 6x9, $5.00 


{gricultural Reform in the United States 
By Joun D. Brack, Professor of Agricultural Economics, Harvard Uni- 
versity. 


511 pages, 6x9, $4.00 
Soon 


Social Aspects of Industry 
3y S. Howarp Parrerson, Professor of Economics, Wharton School, 
University of Pennsylvania. 


Industrial Economics 


3y Dexter S. KIMBALL, Professor of Industrial Engineering and Dean 
of the College of Engineering, Cornell University. Industrial Manage- 
ment Series. 


on Approval 


BOOK COMPANY, Inc. 


Av enue, New York = 
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Reaux METHODS OF LABOR 
CONTROL YIELD IMMEDIATE 
RETURNS. SAVINGS INCREASE AS 
BEDAUX CONTROL IS APPLIED TO 
SUCCESSIVE DEPARTMENTS. IN 
MANY CASES THE ENTIRE COST IS 
COVERED IN A FEW MONTHS. 


The application of a common denominator in 
the measurement of human power was origt- 
nated by Chas. E. Bedaux. ’ ’ ’ 
Today, this principle is successfully applied un- 


der his personal control in industrial plants. 


THE CHAS. E. BEDAUX COMPANIES 


THE CHAS. E. BEDAUX CO. veoe , THE CHAS. E. BEDAUX CO. 
OF ILLINOIS, Inc. 


OF NEW YORK, Inc. LI 
“i BOLUS CHICAGO 


NEW YORK CITY 
@ CHAS. E. BEDAUX, Led. 
THE CHAS. E. BEDAUX CO. AS LONDON, ENGLAND 
OF PACIFIC STATES, In: Ap=peS SOCIETA ITALIANA BEDAUX 
PORTLAND, ORE. d EWS TURIN, ITALY 


DEUTSCHE BEDAUX GESELLSCHAFT, m. s. H. 
HANNOVER, GERMANY 
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Chartered 1822 


FIDUCIARY SERVICE || 
perfected through years of experience 


Executor of Wills and Administrator of Estates 


Trustee under Wills, Deeds of Trusts, Marriage 
Settlements, and other Legal Instruments 


Trustee under Insurance Trusts 

General or Testamentary Guardian of Estates of 
Minors 

Committee of the Estates of Incompetents or 
Insane Persons 

Depositary of Property in Escrow 

Custodian of Securities and other Property 

Receiver under Order of Court 


Agent or Attorney-in-fact for Executors and 
Trustees of Estates, Individuals, Firms, 
Associations, and Corporations 

Financial Secretary or Treasurer for Individuals, 
Corporations, Charitable Societies and other 
Institutions 

Trustee of Corporate Issues 

Registrar and Transfer Agent 


CITY BANK FARMERS 
TRUST COMPANY 


Formerly The Farmers’ Loan and Trust Company 
Affiliated with The National City Bank of New York 


Head Office: 43 Exchange Place, New York 


Domestic Offices 
475 Fifth Ave. at 41st St. 42nd St. at Madison Ave. 
181 Montague St., Brooklyn 
























































GOVERNMENT BONDS 


LEE, HIGGINSON & Co. 


ESTABLISHED 1848 


NEW YORK BOSTON CHICAGO 


HIGGINSON & CO. 


LONDON 


We shall be glad to correspond with any 
individual or institution regarding the invest- 
ment of funds or with any established corpo- 
ration regarding its financial requirements 


CORPORATION BONDS 























